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PREFACE 


TIk' suJ)j('cl matter of public finance in the United States has 
undergone such fjn*cat change in the last few years that a new 
approach s('eins to be necessary. Vastly greater emphasis is being 
placcMl by gov(‘rninent upon the economic effects of public expcndi- 
tun's and taxation as means of control. Even the courts have 
shifted their etnphasis with respect to these new points of view. 
Public finance has become both an art and a science. Its data 
articulate m some degree with every field of human endeavor. 
Its study has therefore become of vital importance to all eco- 
nomic groups. 

Phi' authors have attempted to develop the historical and 
U'chnical phases of public finance, as well as the institutional 
appn)a<*h. No particular part, or phase of the subject matter has 
Ix'cn (Muphasized c>sp('cially ; rat.her an integrated study of the 
fudd of public, finance has iK'cn attempted. The authors have 
not hesitated t,o incori)orat.(i in the context certain controversial 
subj(‘ct.s. Tliey havi' not attempted to gloss over technical ex- 
planation and involvc'd ('conomic theory. Special emphasis has 
iieen [ilacisl uiion gencn'al principles and upon the fiscal theory 
of the stale, with less attention to mere detail and current data. 

'I’he rt'(’,eni, war enu'rgency shifted the emphasis on the subject 
inutt,er of public tiuanci* us the American economy changed from 
a peacetime basis t,o t.hat of war prejiarodness, and then again to 
a p('a<-<*t.inu' basis. ( tonsidi'rabU' attention has been given to the 
iniToases in public (‘xpenditure, their causes, and the phases of 
govi'rnnu'iit activity in which they have occurred, especially those 
of the federal govi-rnnu'nt. Government budgeting has suddenly 
beconu' more important. It is being put to new uses in fiscal 
opt'rations. 'flu' capital budget has made its appearance, and 
deficit financing has become an established fiscal policy of almost 
every type of gov(>rnmi*nt. The individual budgets of govern- 
ment-owned corporations under the Government Control Act of 
1945 have now become an integrated part of the Executive Budget. 

Public credit has become something more than an additional 
source of income to the state; it is a means of control over certain 
economic conditions of the country. The unprecedented increase 

vii 
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Preface 


in the public debt and its economic repercussions arc* cxtrc'mely 
important The mterfiscal relationships among federal, state*, 
and local governments have assumed an entirely new aspect.. 
The essentials of state, municipal, and local finance have* be'c'n 
integrated in the context as they have their be-aring, rathc'r than 
being treated as separate subjects. The shifting anel inejieleneic of 
taxation and tax pressure are subjects that deserve* the* most 
thoughtful consideration. 

Less attention has been given to the historical aspects of the 
various types of taxes and other forms of state income, with more 
emphasis on their economic effects and their uses as means of 
control. The primary purpose of a tax is to yield revenue for 
public use, but sometimes the control element seems to be the 
more important. Public finance is therefore more than a study 
of fiscal operations of the government It involves plans of debt 
management and retirement, the effect of both taxes and di’bts 
on the course of indu.stries, the general welfare of tht* pi'opk*, and 
the vital public concern of today, social security. 

Since it is the general practice of government first to determini* 
its financial needs, and then to provide an income, this 1,(‘Xt. is 
begun with a study of expenditures, followed by a discussion of 
the subject of taxation. The interim chapters discuss fiscal 
administration, public debt management and the interrelation- 
ships among the various grades of governments. The avSsumpt.ion 
that an income must be provided before it can be spent does not 
accord with the facts in the fiscal operations of a govern mt'nt. 
The state, in its budget, estimates its expenditures for the fiscal 
year, and then formulates tax and borrowing programs t.o supply 
these proposed outlays. 

Advantage has been taken of the vast pool of information on 
state finance found in public documents, government publica- 
tions, budgets, and current fiscal data. However, for the benefit 
of the student, collateral readings from standard textbooks in 
the field of public finance have been cited in the footnotes and 
at the close of each chapter. The Text Questions at the ends of 
the chapters are for quick review of the essential points; tht* 
Application Problems are to be assigned to the students to make 
sure that they can apply what they have learned; and the Re- 
search Topics are to send the students to libraries or into the 
field for additional collateral material. 
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To illustrate the principles of public finance, the facts and 
data have been chosen largely from the 1939 and earlier budgets, 
because those fiscal years represent the last normal periods of 
government finance before World War II. The budget periods 
from 1939 to 1947 were war-emergency years. The changes in 
the fiscal policies during this emergency made it necessary to 
consider this particular period separately (see Chapter 15); in 
fact, there are few direct comparisons that can be made between 
these two periods because the economic conditions underwent 
such great change during the war. Furthermore the immediate 
postwar years are developing other and different fiscal problems 
peculiar to reconstruction, which will require separate additional 
chapters in a subsequent revision. 

This text is limited almost entirely to a discussion of fiscal 
problems of federal, state, and local governments in the United 
States. Only occasionally have the fiscal policies of other countries 
been mentioned, leaving for consideration the comparative tax 
systems of the world as a separate and later course. 

This text is written primarily from the point of view of the 
student of public finance, although it is hoped that it may be of 
some use to the specialist in this field and to the general reader. 
Every phase of the context has been the subject of numerous 
classroom discussions. In fact, the entire text literally grew out 
of the classroom and the seminar 

Space will not permit the authors to mention all those who 
have rendered invaluable advice in the preparation of this manu- 
script. They would, however, like to pay their warm appreciation 
and thanks to the following, especially: Professor W. S. ICrebs, 
Head of Department of Accounting, who read the chapters on 
causes and economic effects of public expenditures; Dr. Arnold 
Zempel, Professor of Statistics, for help on the chapters on public 
expenditures; Dr. W. H. Stead, former Dean of School of Business, 
Vanderbilt University, now Vice-President of the Federal Re- 
serve Bank, St. Louis, Missouri, who checked the chapter on 
social security; Dr. A. J. Lien, Head of Department of Political 
Science, who read the chapters on the budget. The chapters on 
income taxes, corporation taxes, inheritance taxes, estate and 
gift taxes, were read by specialists in the federal revenue depart- 
ments, but due to internal restrictions of the Treasury, their 
names cannot be mentioned. 
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Terry, Paul Henderson, Sydney Faulk, and Nestor Roos, who 
assisted in preparing the questions at the ends of the chapters, 
and to the contribution of Miss Hope Hamilton who exercised 
an inordinate degree of care in arranging and typing the major 
portion of the manuscript. 
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GOVERNMENT EXPENDITURES 



CHAPTER 1 


STATE FUNCTIONS AND PUBLIC FINANCE 

The general principles and concepts of modern public finance 
have grown out of a long period of historical development. A 
study of these historical developments leads to a better under- 
standing of present-day fiscal policies of government. 

Public finance, or the fiscal science of government, began and 
grew with the state. Like the state, in its earliest forms, public 
finance was very rudimentary. The people often struggled with 
their rulers for control of the public purse; and this caused many 
political revolutions. Political and economic schools of thought 
developed in regard to the fiscal policies of government. Private 
property in the modern sense and the taxation of private property 
developed slowly. With the centuries, the functions of govern- 
ment, which have their bearing on policies of taxation, public 
credit and public expenditures, became more clearly defined. 
These general aspects of public finance will be discussed in this 
chapter. 

Early Concept of Public Finance. Public finance is one of the 
oldest branches of the social science group. When man first became 
politically minded and organized the state, the question of provid- 
ing for its financial needs became important. The term “political 
economy” was employed by the Greeks, for whom the term meant 
only the management of the city-state, the city-state being the 
institution created by these people for their own protection and 
service. As the wants and the needs of the individual and of 
private business developed, a broader social science developed 
under the name of economics. Public finance, which has to do 
with supplying the financial requirements of the state, is now 
studied as one division of this broader subject 

Many scholars of early times wrote extensively on the needs 
of the state, that is, on the subject of public finance. A work 
entitled Revenues of Athens, commonly attributed to Xenophon 
(about 434-355 B.C.), discusses the wealth and sources of income 
of that Greek city. Early Roman writers, such as Tacitus (A.D. 
55-120) and Suetonius (75-160), often mentioned the subject of 
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taxation and public expenditures. The Romans early distin- 
guished themselves in the fields of law and state making, and 
they naturally dealt extensively with problems of government 
finance. 

In the thirteenth and fourteenth centuries, the subject of 
state revenues and expenditures aroused considerable academic 
interest in many other countries. Thomas Aquinas (1225-74) 
considered the rights of the sovereign with respect to taxation. 
He taught that, in ordinary times, the king should live upon the 
income from his own domain. He contended, however, that in 
periods of great emergency, such as war, subjects ought to submit 
to taxation, which should be moderate and just. Similar maxims 
were advocated by Petrarch (1304-74) and other writers of that 
period. 

Among Italian writers frequently mentioned were the histo- 
rians and statesmen, Palmieri (1406-75) and Franco.sco Guicci- 
ardini (1483-1540). Probably the mo.st prolific wriU'r of the 
Italian group was an army general by the name of Diomede Garafa 
(1406-87). He held that the public domain .should be the principal 
source of revenue to the ruler or state. He elas.sified expenditures 
into (1) defense of the state, (2) support of the prince, and (3) 
contingencies. The use of public funds for the benefit of the people 
had not yet become a function of the state. Garafa conleniled 
that government expenditures should bo moderate so that a bal- 
ance would remain which might be used during emergencies. He 
also insisted that the ruler should practice economy so that only 
the wisest and best forms of taxes need be impo.sed. Taxes, he 
argued, should be stable and certain so that the subjects might 
know precisely how much they would be expected to pay. Finally, 
all revenues should be strictly reported, and the reports frequently 
examined by the proper state officials. In all his activities, the 
prince should remember that the wealth of his subjects was the 
real foundation of the prosperity of his kingdom. 

Jean Bodin (1530-96), of France, contributed several brief 
treatises on government or public finance, chiefly on the subject 
of the management of state funds. He contended that the prime 
requisites of a sound system of state finance were: (1) an honest 
means of raising revenue, (2) the use of these funds for the honor 
and profit of the state, and (3) provision of a surplus to be used 
in time of need. He maintained that the public domain (those 
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estates reserved for the ruler and paying all their revenues directly 
to him) was the most honest and assured source of revenue, 
although he approved of customs duties and certain direct taxes. 
Bodin condemned all forms of public extravagance, urged economy 
in state expenditures, and advised that a strict record of all gov- 
ernmental outlays be kept He urged that a reserve be accumu- 
lated in order to avoid public borrowing. 

Sir William Petty (1623-87), an Englishman, writing about 
1650, dwelt chiefly upon the classification of public expenditures. 
His divisions of this subject included such general topics as defense 
of the state; support of the government, religion, and education; 
relief of orphans, imcompetents, and destitutes; and the construc- 
tion and maintenance of public works, such as bridges and roads. 
Provisions were made chiefly for the defense of the state and the 
support of the ruler, and only incidentally, if at all, were funds to 
be used for the benefit of the people. Petty favored excise taxes 
especially He was opposed to reservation of domain, or “crown 
lands,” and held that taxation upon the land of the kingdom 
afforded the best source of public income 

Nature and Scope of Public Finance. Public finance, in its 
modern sense, may be defined as that study which deals with 
supplying all the requirements of the state It is to be contrasted 
with private finance, inasmuch as this latter subject pertains only 
to the needs of individuals and of private enterprise. In many 
respects, the fields of public and private finance are similar and 
are interdependent. Nevertheless, they present such wide differ- 
ences in character of subject matter that they must be treated 
separately. 

" Public finance is both a science and an art. It is a science in 
that its data can be classified definitely and can be used to establish 
patterns of cause and effect upon which fairly accurate predictions 
can be based. It is an art insofar as its application to the very 
pressing and immediate problems of the state requires skill in 
performance.^ 

The subject matter of public finance falls rather naturally 
into five great divisions. The first division is public expenditures, 
or needs of the state; the secondis financial administration, which 
deals with the proper relation of expenditures and revenues, with 
collecting, handling, and disbursement of public funds, and with 
government budgeting; the third jieals with government borrow- 
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mg and public debts and their economic repercussions; the fourth 
has to do with the bases of taxation; and the fifth, with public 
revenues and the sources of the state’s income. Each pari, will 
be discussed m the following chapters in this genc'rul onlen^' 

Services of the State. Like economics, the study of govern- 
ment deals with the satisfaction of human wants that, arc' largely 
intangible in nature, such as pc'ace, security of person and prop- 
erty, adjudication of personal rights, and freedom of trade and 
commerce. In the past few years, however, the services of the 
state have become more tangible and concrete. Many of these 
total wants, such as schools and social security, can be satisfied 
by the people, acting collectively through the state, to a greater 
advantage than if each undertook to provide them for himself. 
This maxim of social advantage constitutes about the only justifi- 
cation for public taxation and expenditure by the' si,at('. 

The collective activities of any society fall into thrc'c' gent'ral 
classifications, with government activity rc'strieti'd to th(' pi'r- 
formance of certain clearly defined services. First, tht'n' an' those 
services that must necessarily be performed by the* stat-e. ’Phi'se 
services include police systems, courts of justice, eoinagi', stand- 
ards of weights and measures, and regulation of monopoly and 
competition. Second, there are those activities that can best bi* 
performed by the state, such as education, street lighting, and 
certain public utilities. Third, there are those economic activities 
that the state should not perform. In this group competition is a 
sufficient regulator and such activities should be left cntirc'ly to 
private enterprise and initiative. These classifications must be 
kept in mind in determining whether government expenditures 
and the taxation required to support them are justified. When 
government acts outside its proper sphere of operation, useless, 
unnecessary, and wasteful expenditures and taxation result. The 
sphere of government operation is an ever changing concept that 
constantly modifies the fiscal policy of the state. 

There is a great tendency at present for the people to rely 
more and more extensively on the state for certain aids and 
services, and, at the same time, to complain bitterly about in- 
creases of public expenditures and taxation. These two positions 
are obviously inconsistent. Within certain limits, there is a real 
economy in relegating certain social functions to the state. Prom 
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another point of view, however, too much reliance upon the state 
may prove highly demoralizing to the people. The support of the 
state is an item of social expense that must be assumed by the 
citizens in the same manner that they provide for their own per- 
sonal wants. 

State Functions and Taxation. In connection with public 
expenditures and taxation, there arises the whole theory of the 
proper functions of the state. Just as the legitimate functions of 
the state determine the extent of public expenditures, so the latter 
will greatly influence the forms of taxation. Just what the proper 
functions of the state are is at all times and in different countries 
a debatable question upon which scarcely any two people agree. 
Even when Congress and the state legislatures are debating ques- 
tions of public appropriations and expenditures, they are really 
basically divided on what is or what is not a proper function of 
the state On these matters, the constitutional or legal power of 
the state to act is not often in question. When it is once decided 
that a particular activity is a proper function of the state, the 
public expenditure incurred is then justified, and the funds for 
meeting this outlay are usually found. The following must be 
determined: first, the proper functions and activities of the state; 
second, the expenditures they will require; and, third, the sources 
of revenue to supply these needs. 

Should the state maintain more than the legislative, executive, 
and judiciary departments and an army and navy? Should it 
aid the farmer, the unemployed, the socially handicapped during 
periods of business recession? These are a few of the most im- 
portant questions that the legislators and, ultimately, the people 
must decide in laying a basis for a sound system of public expendi- 
ture and taxation. 

Writers in the field of public finance usually establish first a 
theory as to what constitute desirable state functions and then 
use that theory to justify government expenditures and taxation. 
Adam Smith wrote: 

All systems, either of preference or restraint . . . being taken 
away, the obvious and simple system of natural liberty estab- 
lishes itself of its own accord. Every man, as long as he does 
not violate the laws of justice, is left perfectly free to pursue 
his own interests in his own way, and to bring both his industry 
and his capital into competition with those of any other man 
or order of men . . . According to the system of natural liberty, 
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the sovereign has only three duties to attend to— first, the 
duty of protecting society frona the violence and invasion of 
other independent societies; secondly, the duty of protecting, 
as far as possible, every member of the society from the injus- 
tice or^'oppression of every other member of it, or the duty of 
establishing an exact administration of justice; and thirdly, 
the duty of exacting and maintaining certain public works 
and certain public institutions, which can never be for the 
advantage of any individual or small number of individuals to 
erect and maintain, because the profit could never repay the 
expense to any individual or small number of individuals, 
though it may frequently do much more than repay it to a 
great society.^ 

Having set forth his conception of state functions, Smith then 
proceeded to expound his theories respecting public expenditures, 
revenues, debts, and justice in taxation. 

Professor James W. Garner, of the University of Illinois, stated 
his theory respecting the functions of the state as follows: 

A. The original, primary and immediate end of the state is 
the maintenance of peace, order, security and justice among 
the individuals who compose it. This involves the establish- 
ment of a regime of law for the definition and protection of 
individual rights and the creation of a domain of individual 
liberty, free from encroachment either by individuals, or 
by associations, or by the state itself. 

B. The state must look beyond the needs of the individual as 
such to the larger collective needs of society « the welfare of 
the group. It must care for the common welfare and promote 
the national progress by doing for society the things which the 
common interests require, but which cannot be done at all or 
done efficiently by individuals acting singly or through asso- 
ciation. This may be called the secondary end of the state. 

The services embraced under this head are not absolutely 
essential to the existence of society, but they are desirable 
and are in fact performed by all modern states. 

C. Finally, the promotion of the civilizsation of mankind at 
large may be considered the ultimate and highest end of the 
state.® 

The concept of state functions is, in general, determined and 
limited by the social attitude of the political group. If the group 

lAdam Smith, The Wealth of Nations (Everyman^s Library; New York: 
E. P. Dutton & Company, 1910), II, 180. 

® James W. Garner, Introduction to Political Science (New York; American 
Book Company, 1910), p. 318, 
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is sociaKstic, the state may be expected to assume many and 
varied functions; whereas, if it is generally individualistic, the 
members may require of their government the very minimum of 
aids and services, preferring to provide most benefits for them- 
selves. The modern state settles on a medium somewhere between 
these two social extremes and arranges its fiscal policies of revenues 
and expenditures accordingly. 

One must therefore conclude that a political group, or an 
electorate, must first decide just what functions it is going to 
impose upon, or expect of, its government, in order to determine 
what the expenditures and the forms of taxation should be. So 
strikingly interdependent are the functions of the state, on the 
one hand, and the forms of taxation and public expenditures, on 
the other, that one may easily be deduced from the other. 

Development of Public Finance. The question of financing 
government activities is as old as the state itself and has substan- 
tially kept pace with its growth. The various suppositions respect- 
ing the origin of the state, the theories of its development and 
sovereignty throw but little light upon the principles of govern- 
ment finance; therefore, such subjects will not be discussed. The 
state will be accepted as it is. Only the fiscal activities of govern- 
ment, which may be regarded as the state in action, are considered. 

In its earliest form, the state was an end in itself. Just as the 
importance of the state was at first greatly exaggerated, so that 
of the individual was underestimated. The individual existed for 
the state, and there were no limits to the sacrifices that the former 
might be expected to make in the interests of the latter. In early 
times, especially in Greece and Rome, trade and commerce were 
held up to social scorn, and a stigma was attached to those who 
engaged in industrial enterprise. All freemen and citizens of the 
state were expected to hold themselves above such menial and 
earthly activities and to devote their lives to the service of their 
government, whether as statesmen, priests, or soldiers. 

Such general social attitudes greatly molded and colored the 
early principles of the financial management of the state. The 
state, or the ruler, was regarded as the sole owner of all wealth, 
even including the person of the subject within the political 
community, which might be confiscated at any time for the benefit 
of the state. 
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The institution of private property was little developed under 
the early state. Without private property, there could be no taxa- 
tion. The king, or ruler of the state, took by right of title what 
was his for his personal support. The subjects held the land and 
personal property only under a condition of sufferance. There 
could be no theory of justice in taxation under such social and 
political organization. 

Under this early state the ruler, for his support and that of 
his household, usually resorted to (a) the income of his private 
domain, (b) the chase and war, and (c) exactions imposed upon 
his subjects. Taxation, in its true sense, did not develop until a 
much later period In addition to being a ruler, the king was also 
a great landlord and farmed his own domain. He frequently led 
his legions against the neighboring states to capture what his 
own community could not supply. History is filled with stories 
of one state preying upon another. Then, if the wants of the ruler 
were not yet satisfied, he turned to his own subji'cts and k'vied 
exactions upon their holdings. 

The early Greek and Roman states developed very definite 
principles concerning the methods of financing the activities of 
their governments. Their chief sources of income wen* war, 
tributes imposed upon subjected peoples, liturgies, land and mine 
rentals, tolls, market dues, court fees, and a few very simple forms 
of taxation. Their principal expenditures were for governmimt, 
establishment of colonies, public feasts, support of an army and 
navy, construction and maintenance of public buildings, pensions 
to soldiers, and grain for distribution among the population. 

Medieval Public Finance. Feudalism is a name given to the 
social and political structure or organization that grew up on the 
ruins of the Imperial Roman system in western Europe during 
the Middle Ages. This political condition existed on the Continent 
from about the eleventh to the sixteenth centuries. 

Feudalism was based upon tenure of land at a time when all 
real esta,te was the property of the overlord. During at least the 
early existence of feudalism, centralized government, both on the 
Continent and in England, practically ceased to exist. The country 
was divided into hundreds of petty principalities, sometimes called 
fiefs or manors, over each of which ruled an overlord. In considera- 
tion of a measure of protection, use of the land, and government, 
which were to be provided by the overlord, the vassal or .serf 
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agreed to furnish the former with provisions, to serve in the lord’s 
army, and to work on his public domain during a certain period of 
the year. The financial structure of the feudal state was simple in 
the extreme, but it is part of the early development of public 
finance. These early conditions existed chiefly on the Continent 
where the feudal state as it is understood today seems to have 
had its origin. 

Feudalism soon spread to England where it reached its highest 
development as a political and economic institution. There the 
feudal state developed a system of public economy that was 
peculiar in many respects. In the first place, it was an all-sufficient 
economic unit and was, therefore, able to provide for its own needs 
without engaging in foreign trade. The vassals supported their 
overlord by contributions in kind, by working for him on his 
private estate a certain number of days out of each year, and by 
contributing free services on such projects as construction and 
maintenance of roads and public buildings. Since money had not 
yet come into general use, taxes, whenever they were assessed, 
were paid in commodities and services. The system of feudal 
economy was, therefore, extremely simple, resembling more nearly 
that of private rather than public housekeeping 

In early England, especially during the latter part of the period 
of feudalism, the cities became the first real centers of freedom. 
These municipalities were largely populated with skilled artisans 
who had broken away from the manors. Later, with the aid of 
the king, these cities gained a large measure of independence in 
internal affairs. They were granted many market rights, and they 
were permitted to pay a lump sum known as firma burgi (farm of 
the borough) in place of the dues and taxes customarily collected 
by the sheriff. They were early engaged with problems of finance, 
and such sources of revenue as poll and property taxes were intro- 
duced, duties were laid upon articles of consumption, and munici- 
pal debts were created. These early cities contributed much 
toward the development of public finance and taxation. 

With the slow disappearance of feudalism and the return of 
strong centralized government, state finance assumed an entirely 
different aspect. The institution of private property appeared 
and furnished the basis for the development of a real system of 
taxation. In England the king caused the Domesday Survey to 
be made about 1085, and later a Domesday Book to be prepared 
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in which were listed all the land and its owners for purposes of 
taxation. The Chronicle records in 1085 that the king "... sent 
his men over all England, into every Shire, and caused them to 
ascertain how many hundred hides of land it contained, and what 
lands the King possessed therein, what cattle there were in the 
several counties, and how much revenue he ought to receive from 
each. He also caused them to write down how much land belonged 
to his archbishops, to his bishops, his abbots, and his earls, and, 
that I may be brief, what property every inhabitant of all England 
possessed in land or in cattle, and how much money this was 
worth. So very narrowly did he cause the survey to be made, 
that there was not a single hide nor a rood of land, nor — it is 
shameful to relate that which he thought no shame to do — was 
there an ox, or a cow, or a pig passed by.” All these taxes were 
immediately shifted onto the overlords, and, finally, by them upon 
the vassals. 

The foundations of the present-day fiscal structure of England 
were therefore laid broad and deep centuries ago. For adminis- 
trative purposes, the English king developed an exchequer to 
handle his finance. The English Exchequer and the Treasury can 
trace their origins directly to the Norman times, possibly to Alfred 
the Great. There have been Chancellors of the Exchequer and 
Secretaries of the Treasury since the days of William II about the 
middle of the twelfth century. Books of Account, or Rolls of 
Account, of public expenditures and income, written on parch- 
ment and rolled up when not in use, are extant from the earliest 
of these reigns. 

The early kings had extensive public demesnes from which 
they derived a large part of their revenues. The demesnes also in- 
cluded vast forest areas which formed the king’s hunting grounds. 
For a fee, the king often granted special licenses to a subject to 
hunt and fish on the royal domain, to enter the royal forest to 
secure fire-bote to cook his food or keep him warm, plow-bote to 
make or mend a plow, or house-bote to build or repair his house. 
Other sources of revenue, outside the income from the private 
domain, were the/em or land tax, the tallages paid by towns, the 
feudal dues or land rentals exacted from the vassals, and fines 
imposed upon certain classes of persons, such as those of royal 
blood and the clergy. 

When William the Conqueror arrived from Normandy, he 
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found that Alfred the Great and Edward the Confessor had en- 
joyed great landed possessions, flocks and herds, crude castles, 
jewels, and richly embroidered robes of state. They had a royal 
hoard of roughly coined silver which was kept in the King’s castle 
in leather bags. The chief purpose of this stock of silver was to 
ransom the King’s person in the event he was captured and held 
as a hostage by his enemies. 

Landowners were subjected to certain taxes, known as the 
trinoda neeessitas, which at first were exacted in kind; later they 
were paid in money. Every freeman was liable for here-geld to 
repell an enemy; for hurg-bote to build a town or a castle or a 
frontier fortress; for brig-bote to build or to repair a bridge for 
trade and commerce. He was also liable for Dane-geld which was 
a bribe to the Danes against invasion Ultimately these taxes 
became a regular source of income to the Crown. 

Under a system of purveyances, it was customary for the 
reeves or sheriffs to make levies of goods for the maintenance of 
the royal household. The king was entitled to impress horses and 
vehicles to transport himself and his entourage, and appropriate 
by pre-emption any articles of food or other provisions. Duties 
or customs on local and foreign trade and commerce yielded con- 
siderable revenue License fees were charged merchants for the 
privilege of buying and selling goods and services at the fairs 

Another source of revenue to the king was from fines for tres- 
passing upon the royal domain. The king was also entitled to all 
treasure trove, that is, to all money, silver plate and bullion, or 
other precious metal, found hidden in the earth; to all waifs, or 
goods stolen and waived; to all stray cattle, shipwrecks and large 
fish washed upon the coast. These were known as Bona Vacanha. 
There were also poll taxes, a specie of house tax called “hearth- 
money,” an attempt to assess land values, and levies on personalty 
and incomes. Special taxes were assessed upon the Jews and upon 
other aliens residing within the realm. 

If these sources of revenue were not sufficient to supply the 
needs of the king, he might debase the coinage, or ask his people 
for “aids” or “grants” or “benevolences,” which were often refused 
except upon consideration of certain personal privileges, or special 
kinds of freedom. On such occasions, the people could insist on 
redress of grievances or a surrender of some of the royal preroga- 
tive before the grant was voted. Thus, little by little, were secured 
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the liberties which old England and later the colonies enjoyed. 
“No taxation without representation” was not a formula created 
in 1776. The principle had its orgin at a very early time in Anglo- 
Saxon history. The history of revenues of England is inseparably 
connected with the development of human civil rights. 

About 1154, Henry II found his feudal army uncertain. His 
soldiers insisted on returning home when they had served their 
time. Thomas ^ Becket suggested that each serf be allowed 
to commute his services in money that might be used to hire 
professional soldiers. This provided a new source of income, the 
scutage tax, and local boards of assessment were created for 
administrative purposes. 

Because of their great need for money, the English kings often 
abused their power of taxation and thereby goaded their people to 
revolt. In 1215 King John was forced to sign the Magna Charta 
which, among other things, provided that “no scutage or aid shall 
be imposed in our realm without the consent of the general council 
of our realm, except for ransoming our person, at knighting of 
our eldest son, and once at the marriage of our eldest daughter, 
and in these occasions there shall be paid no more than a reasonable 
aid.” 

In October, 1634, Charles I assessed ship writs against certain 
port cities for the purpose of building a navy to furnish them 
protection. These, however, with levies for the enlargement of 
forests and knighthood fines, were declared illegal and abolished 
in August, 1641. Since these levies did not yield him sufficient 
revenue, the king resorted to forced loans with no intention of 
repaying them. In 1628, Parliament presented to Charles I the 
Petition of Right, which he reluctantly signed. But his continued 
abuse of the power of taxation contributed much to his final down- 
fall and to his beheading in 1649. That early instance of rebellion 
against tax oppression by the English people was one of the most 
violent, and marked the beginning of their long struggle with the 
throne for the control of the public purse. 

In 1689 their cause was advanced by the acceptance of the 
Bill of Rights by William of Orange. Among other provisions, 
this important document contained the statement that the “levy- 
ing of money for or to the use of the crown by pretense of preroga- 
tive, without grant of Parliament for longer time or in other 
manner than the same is or shall be granted, is illegal.” 
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This early period of English history also produced new t3rpes 
of taxes. The Church collected the tithe, which began as a freewill 
offering but later became a fixed tax. The king, m his sovereign 
power, levied the taille. This tax was placed upon the profits that 
the vassal obtained from the soil. The taille was supposed to be a 
general tax, but actually the nobility and clergy were never 
assessed, because no one in the rank of gentlemen would suffer 
such indignity. There were also many customs duties and excises. 
For example, a neighboring farmer was expected to pay a fee, or 
octroi, when he passed through the city gates to dispose of his 
produce. An almost innumerable number of duties and excises 
were levied on clothing, wares, foods and drink, wool, silk, grains, 
tea, tobacco, wines and ciders. The gabelle, or salt tax, was almost 
universal. Everywhere the king showed preference for the taxation 
of articles in the necessary class, because this group of commodities 
yielded a revenue that was both large and certain without drying 
up the source. 

Later Developments. When the king had succeeded in regain- 
ing his political power and had extended his control to include the 
overlords and the Church, the next great problem for him was how 
to finance his kingdom. He had a vast royal domain, a motley of 
taxes, but all together these sources of income were insufficient 
to meet his increasing demands. 

The state would have to be made strong. Economists and 
statesmen of the day combined to devise a solution, and at least 
three schools of thought were developed around this general 
thesis — one in England, one in Germany, and the other in France. 

England — Mercantilism. The movement in England was 
known as mercantilism, which was represented by such men as 
Cromwell and Thomas Munn, and also by Colbert of France. 
Mercantilism, or state making, was variously styled as the mer- 
cantile system, Colbertism, the restrictive system, and commer- 
cialism. In any event, its chief purpose was to aid the king in 
making the state strong. 

The idea of mercantilism seems to have originated in Spain 
under Charles V about 1516. That country was then at its height 
in economic supremacy, which was thought by many to account 
for its great political power. Spain had been active in colonization 
in the new world and had acquired great stores of wealth in gold 
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and silver, chiefly by means of commerce. It had also developed 
a powerful army and navy. 

This idea soon found root in England and served to put an 
end to feudalism, to establish a highly centralized government, 
to supply the increased wants of the state, and to develop inter- 
national relations. The reason for its development is well stated 
in the words of Thomas Munn: “Since war is grown so expensive, 
the trade is become so extended; and since luxury has so much 
obtained in the world, no nation can subsist of itself without helps 
and aids from other places; so that the wealth of a country now is 
the balance which arises from the exchange with other places, 
of its natural or artificial product.” Gustav Schmoller, speaking 
of mercantilism, said that "... in its innermost kernel it is nothing 
but state making — not state making in a narrow sense, but state 
making and national economy making at the same time; state 
making in the modern sense which creates out of the political 
community an economic community, and so gives it a heightened 
meaning.” 

In England, mercantilism developed very definite policies to 
aid in achieving its ends. Since wealth, chiefly in the form of gold 
and Sliver, was made synonymous with state power, foreign com- 
merce, manufacturing, and colonial policies were encouraged in 
such ways as to acquire the maximum amount of these metals. 
Mercantilism was therefore a great national financial policy to 
aid the state in re-establishing its power. 

Germany — Cameralism. Cameralism originated m what is 
now Germany The rulers of this country were finding it increas- 
ingly difiicult to maintain themselves and their court, and certain 
financial experts were invited to suggest and to devise new sources 
of income Cameralism therefore began with the desire for more 
eflficient administration of the domains and regalian rights of the 
sovereign. Its program embraced many activities, chief of which 
was the maintenance, increase, and expenditure of the prince’s 
income. 

The leading cameralists were von Justi and Sonnenfels. Von 
Justi suggested that the principal revenues of the prince should 
be from (1) his crown domain, (2) regalian rentals, (3) exactions 
or taxations, and (4) certain other miscellaneous forms of income 
of minor importance. He justified expenditures for the military, 
the court, civil list, administration, bringing land under cultiva- 



Ch. 1] 


State Functions and Public Finance 


15 


tion, ecclesiastical and school systems, and the comfort and adorn- 
ment of the country. Von Justi advocated what he called the 
bridle theory of taxation, by which he meant that the economic 
activities of a country could be directed or led by skillful planning 
of its taxation system. This suggestion constitutes about the first 
mention of taxation as a means of economic control, which has 
become so important today. 

It is apparent that mercantilism and cameralism were alike 
in that both were concerned in developing a strong central state. 
Mercantilism attempted to accomplish this by foreign trade and 
acquisition of gold and silver, whereas cameralism attempted to 
accomplish it chiefly by the development of internal resources 
through the control of taxation. 

France — Physiocracy. The third school of thought, the physi- 
ocratic, developed in France. Its fiscal policies were simple, and 
generally opposed and refuted the doctrines of mercantilism 
Its policies were concerned chiefly with a theory of taxation rather 
than with the accumulation of gold and silver. In general, it 
taught that commerce and manufacturing were sterile, and that 
only agriculture produced a net profit — ^the produit net — ^upon 
which a lasting system of taxation could be founded. This gave 
rise to the single tax on land as advocated by Henry George. The 
physiocrats also developed a theory of shifting and incidence of 
taxation. They held that a tax which had been levied on manu- 
facturing would always be shifted onto agriculture because the 
latter alone produced a surplus out of which such expense could 
be met indefinitely. 

This brief survey of the development of early public finance 
will furnish the background out of which modem theories of fiscal 
policies may be said to arise. We shall later find it necessary to 
refer to these early historical developments. 

Constitutionalism and Public Finance. The growth of democ- 
racy and constitutionalism wrought great changes upon public 
finance. In England the king had come to share with Parliament 
in the control of the public purse. The people insisted that there 
was to be no taxation without representation — an attitude that 
is often held responsible for the American revolution. In order 
to pay the costs of the French and Indian War, George III and 
Parliament imposed a stamp tax upon the colonists. This act 
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required the colonists to purchase stamps that had to be attached 
to all leases, deeds, and other documents to make them legal. 
This tax was extremely unpopular in the colonies and was generally 
evaded. It was finally repealed after public acts of violence against 
the king’s tax collectors and after threats of rebellion. But the 
issue was reopened when the king and Parliament imposed certain 
tariff duties on colonial trade, especially upon tea. This tariff 
only widened the breach between the colonies and the mother 
country and came to an end in the “Boston Tea Party ” Tfie 
Revolutionary War was about to begin. 

During this same period, and earlier, the French people were 
going through a similar experience, only in a more aggravated 
form. Through a ruthless system of taxation and wasteful expendi- 
tures, the economy of France was being brought to bankruptcy by 
a profligate and debased government. Relief was not to be had 
until the French Revolution, which began in 1789, when the king 
and queen were publicly executed and the first republic was 
established. 

Early Federal Fiscal System. The Amencan colonies became 
states after the signing of their Declaration of Independence, and 
were completely free from England after the Treaty of Paris in 
1783. The first attempt at federalism in 1787, when the Articles 
of Confederation were signed, proved a failure largely because 
the central government was not provided with its own separate 
sources of income. To finance its operations, the Confederation 
depended almost entirely upon donations from the thirteen states 
which were either paid in part only or not paid at all. But when 
the federal government was inaugurated in 1789, specific provi- 
sions in the Constitution were made for several types of taxes. 
Shortly after the opening of its first meeting, the United States 
Congress enacted a tariff law that provided for much needed 
revenue. A little later many excises, notably on whisky, were 
levied. For the next seventy-odd years, customs duties and excises 
were to be about the only sources of income to the federal govern- 
ment. The present complex system of federal taxes, to be dis- 
cussed later, is of fairly recent development. 

Effects of Democracy on Public Expenditures. During the 
time when governments were autocratic, many statesmen and 
social reformers advocated the organization of popular govern- 
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ment as a means of obtaining for the people relief from burden- 
some taxes. But instead of democracy and constitutionalism 
decreasing expenditures and taxation, they actually increased 
them, because the people were willing to bear the burdens when 
the money was spent for their benefit and not just for the king 
and his court. Public credit, under a democratic form of govern- 
ment, was also greatly improved, because such borrowed sums 
were the continuous obligations of the people, and not subject to 
repudiation by the next king when he came to the throne. Private 
ownership of property had provided a system of taxation and had 
laid the basis for a theory of justice and incidence. 

Development of Modern Public Finance. Not only is Adam 
Smith the father of modern economics, but he also put taxation 
on a scientific and equitable basis. Until his time, exaction is the 
better term to be used. Smith set forth his theories respecting 
taxation in his famous canons as follows: 

A. The subiects of every state ought to contribute towards 
the support of the government, as nearly as possible, in 
proportion to their respective abilities; that is, in proportion 
to the revenue which they respectively enjoy under the pro- 
tection of the state. 

B. The tax which each individual is bound to pay ought to 
be certain and not arbitrary. The time of payment, the man- 
ner of payment, the quantity to be paid, ought all to be clear 
and plain to the contributor, and to every other person. 

C. Every tax ought to be levied at the same time or in the 
manner in which it is most likely to be convenient for the 
contributor to pay it. 

D. Every tax ought to be so contrived as both to take out and 
keep out of the pockets of the people as little as possible, over 
and above what it brings into the public treasury of the state. 

Beginning, therefore, with Adam Smith’s time, the state was 
no longer to be regarded as the chief source of wealth and national 
income, or even as an end in itself. Smith’s maxims, or canons of 
taxation were intended to establish economic limits that the state 
should observe in obtaining and spending its income, to the end 
that the well-being and prosperity of its citizens should not be 
adversely affected by inequitable, wasteful, or ill-timed taxation. 

Smith’s theories of taxation delineated and defined the proper 
functions of the state. His doctrines advocated expenditures for 
external defense, for domestic police protection, and for the 
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construction of a few indispensable public works, but condemned 
any governmental interference with the public affairs of the people. 
This policy is usually known as laissez faire. It is a policy of mini- 
mum governmental activity, with special emphasis on unrestricted 
freedom for capitalistic enterprise. Adam Smith would therefore 
justify only reasonable expenditures for an army and navy, for 
police protection and courts of justice, and for such public improve- 
ments as the people should have and which they would not or 
could not provide for themselves. 

John Stuart Mill also developed a theory of functions of the 
state, which he related directly to public expenditures. He said 
in substance that governmental action usually involved expense 
which must be defrayed out of compulsory contributions levied 
upon the persons and property of the state. He gave this added 
expense as one reason why governments should interfere as little 
as possible with the private affairs of their people. While Mill 
always contended in favor of personal liberty, he also justified 
many government expenditures, such as those for education, care 
of the wards of the state, and for the individual who did not or 
could not understand his own interests. “The admitted functions 
of government,” said Mill, “embrace a much wider field than can 
easily be included within the ring-fence of any restrictive defini- 
tion, and it is hardly possible to find any ground of justification 
common to them all, except the comprehensive one of general 
expediency.” 

During the past few years, the functions of all governments 
have been expanding at a very rapid rate, which, to a great extent, 
explains why expenditures have been increasing and why the proc- 
esses of taxation have been undergoing such rapid changes. 

Along much the same line as Mill, but in a more comprehensive 
manner, Woodrow Wilson set forth an outline of government 
functions, which defined the sphere of public expenditures. These 
functions he enumerated as follows: 

I. The Constituent Functions 

(1) The keeping of order and providing for the protection 
of persons and property from violence and robbery. 

(2) The fixing of the legal relations between man and wife 
and between parents and children. 

(3) The regulation of the holding, transmission, and 
interchange of property, and the determination of its liaMities 
for debt or for crime. 
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(4) The determination of contract rights between indi- 
viduals. 

(5) The definition and punishment of crime. 

(6) The administration of justice in civil causes. 

(7) The determination of the political duties, privileges, 
and relations of citizens. 

(8) Dealings of the state with foreign powers: the preser- 
vation of the state from external danger or encroachment and 
the advancement of its international interests. 

These will all be recognized as functions which persist 
under every form of government. 

II. The Mmistrant Functions 

It IS hardly possible to give a complete list of those func- 
tions which I have called Mmistrant, so various are they under 
different systems of government. The following partial list 
will suffice, however, for the purposes of the present discussion. 

(1) The regulation of trade and industry. Under this 
head I would include the coinage of money and the establish- 
ment of standard weights and measures, licensing of trades, 
etc., as well as the great matter of tariffs, navigation laws, 
and the like. 

(2) The regulation of labor. 

(3) The maintenance of thoroughfares, including state 
management of railways and that great group of undertakings 
which we embrace within the comprehensive 'Internal im- 
provements.'" 

(4) The maintenance of postal and telegraph systems, 
which is very similar in principle to (3). 

(5) The manufacture and distribution of gas, the mainte- 
nance of waterworks, etc. 

(6) Sanitation, including the regulation of trades for 
sanitary purposes. 

(7) Education. 

(8) Care of the poor and incapable. 

(9) Care and cultivation of forests and like matters, such 
as the stocking of rivers with fish. 

(10) Sumptuary laws, such as "prohibition" laws, for 
example. 

These are all functions which, in one form or another, all 
governments alike have undertaken. Changed conceptions of 
the nature and duty of the state have arisen, issuing from 
changed historical conditions and deeply altered historical 
circumstances; and part of the change which has thus affected 
the idea of the state has been a change in the method and 
extent of the exercise of governmental functions; but changed 
conceptions have left the functions of government in hind 
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the same. Diversities of conception are very much more 
marked than diversities of practice.^ 

At present, it is impossible to define with any great degree 
of exactness the true and proper functions of government. Dr. 
Charles A. Beard once said that “In the light of recent experience, 
no cautious student will undertake to state dogmatically just what 
are the proper limits of government actions.”'’ The exigencies of 
the time and circumstances constantly impose new duties upon the 
state. The early duties of the state were entirely directed toward 
political activities when it attended to its own sustenance and 
support, provided for the election of its officers, defended its 
borders against foreign attack, preserved internal peace, adminis- 
tered j'ustice, protected the property of its citizens, and acted as 
an umpire between rival economic groups. But today, govern- 
ments have rapidly moved into social and economic fields. In 
fact, it is a very rare act of government that does not carry both 
its social and economic portent. Government performs such 
social functions when it promotes the public health and the recrea- 
tional and educational facilities of its people The efforts of the 
New Deal administration to provide unemployment insurance, 
economic security, and all forms of direct relief .should be classed 
as social functions 

The economic activities of government include all measures 
that relate to the regulation of commerce, manufacturing, labor, 
banking, agriculture, mining, and transportation Speaking on 
this subject. Professor Crecraft said ; 

We may note several distinct phases of the government’s 
part in promoting economic interests. (1) Government per- 
forms services in the fields of production, consumption, 
exchange and distribution. (2) It attacks wastes in each of 
these fields. (3) It removes obstructions in the supply of 
necessary goods. (4) It notes the evils in competition and 
tries to correct these evils. (5) It notes also the evils of com- 
bination and endeavors to correct these. (6) It promotes 
cooperation in order to hold competition in check, and it 
promotes competition to correct the evil of monopoly. (7) 

It uses the taxing power at times as one instrument of control. 

(8) It aims at direct ownership in some cases and at regu- 
lation in many more cases. (9) It is guided always by the 

'Woodrow Wilson, (New York: D C Heath & Co., 1918), p. 42 

‘Charles A. Beard, Amencan Government and Politics (4th edition: New 
York- The Macmillan Company, 1924), p 7. 
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test of necessity in deciding when to institute new measures 

of control.' 

Governments are at present directing their attention more 
and more to the social and economic functions, and a more com- 
prehensive understanding of these newer activities of the state 
furnishes one of the most important objectives of political science 
for the future. As the functions of government expand, public 
expenditures will increase. This fact alone explains why so much 
stress is placed upon this subject. The need for a careful considera- 
tion of the functions of a state m the study of public finance can 
scarcely be overemphasized. Even a casual examination of a 
recent copy of the federal budget will reveal the wide range of 
functions that the United States Government now assumes. 

Summary. Public finance is one of the oldest of the social 
sciences, having developed along with the state itself. It is con- 
cerned with supplying all the financial needs of the state. The 
subject matter of public finance easily divides itself into, first, 
expenditures, and second, revenues. The study of public expendi- 
tures includes such subjects as their growth and causes, administra- 
tion, budgets, public debts, and intergovernmental fiscal relations. 
The study of public revenues covers the history and the theory 
of taxation, the theory of shifting and incidence, public credit, 
forms of state revenues, and the legal principles of taxation. 

Great movements of history and the development of public 
finance are often closely related. The early head of the state 
often used the power of exaction or taxation in such manner as 
greatly to oppress the people, who frequently resorted to revolu- 
tion to rid themselves of such burdens. After feudalism, the 
problem arose of making the state strong At least three great 
schools of thought developed, namely, mercantilism, cameralism, 
and physiocracy. Each school developed its owm fiscal policies in 
regard to public expenditures and forms of state revenue. 

The functions of the state, the forms of revenue, and the 
nature of public expenditures are closely interrelated. The usual 
procedure is to define the functions of the state and then to devise 
a fiscal program of expenditures and revenues to implement these 
activities. The functions of the state are changing constantly; 
hence the great variation of revenue and expenditure programs of 
the modern government. 

'Earl W. Creeraft, Government and Business (New York: World Book 
Company, 1928), p. 51. 



22 


Public Finance 


[Ch. 1 


TEXT QUESTIONS 

1. What was Thomas Aquinas’ view of taxation‘s 

2 Give the views of Carafa on public revenue and expenditure. 

3 How did the views of Sir William Petty differ from those of 
Carafa and Jean Bodin^s 

4. What fiscal weakness made the first American attempt at federal- 
ism (1787-89) ineffective ‘s 

5. What are the five principal divisions of public finance's 

6. What was Adam Smith’s conception of state functions? 

7. What is meant when it is said that the concept of state functions 
IS, in general, determined by the social attitude of the political 
group's 

8. What were the principal sources of income used by the early 
Greek and Roman states for financing the activities of their 
governments *s 

9. Discuss the fiscal structure of feudalism, 

10. What economic and political conditions led to the development 
of English mercantilism's 

11. How were mercantilism and cameralism similar and how were 
they different? 

12. What were the principles of physiocracy's 

13. What were the first taxes levied by the United Slates Congress? 

14. Why were people willing to bear burdens of increased taxation 
of democratic governments's 

15. What were Adam Smith’s canons of taxation? 

16. What was the theory of state functions advocated by John 
Stuart Mill? 

17. What acts of government may be termed social functions and 
which are economic activities? 

18. How are the functions of the state, forms of revenue, and nature 
of public expenditures interrelated? 

19. What is the justification of public taxation and expenditure by 
the state's 

20. What bearing does the statement by Beard have on the expected 
future expenditure of the state? 

21. What are the three classifications of collective activities of a 
society? 

22. What was the Domesday Book, and why was it written? 

23 What were the chief sources of income of the early English king? 

24. What was the taille; the gabelle; the octroi? 
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APPLICATION PROBLEMS 

1. On January 1, 1949, the Secretary of the Treasury reported that 
the federal government had in its tills about 24.2 billions of dollars 
in gold, most of which was in bullion form. Can you explain the 
fiscal processes by which this stock of gold was acquired? Would 
you accuse the federal government of adhering to the principles 
of mercantilism? 

2. Throughout this chapter emphasis has been placed upon the 
relations between the development of the institution called pri- 
vate property and the nature of taxation. It is also a fact that 
in recent years private industry seems to have been greatly 
modified by government control. Can you explain the effects of 
these movements on the fiscal policies of government since the 
beginning of the twentieth century? 

3. Democratic and constitutional forms of government have de- 
veloped over a long period. Attitudes towards private industry, 
profits, and the dignity of the individual have changed. Public 
credit appeared and has become an important source of income 
to the state. Can you explain the effects of these great movements 
upon the processes of taxation, public expenditures, and the use 
of public credit among democratic and constitutional govern- 
ments today? 

4. The laissez faire policy of Adam Smith, or the control of the 
economy by the natural laws of competition, came into full force 
early in the nineteenth century. Some hundred years later this 
policy was greatly modified by government control of the economy 
by Constitutional and statutory laws. Can you explain the effects 
of these two rather opposing political philosophies on the fiscal 
policies of the federal government? 


RESEARCH TOPICS 

1. Consult the current federal budget and make a study of the general 
functions which the federal government expects to perform during 
the fiscal year. Can you discover any criterion by which to measure 
their relative importance? Would you say that the amounts of 
proposed expenditures for the various functions would be a good 
criterion as to their importance? 

2. Obtain copies of the most recent budgets of your state and local 
governments and note the functions which each intends to per- 
form during the next fiscal year. Compare and contrast these 
functions with those of the federal government, 
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CHAPTER 2 


PUBLIC EXPENDITURES FOR POLITICAL 
PURPOSES 

In considering the matter of expenditures by his government, 
the taxpayer is impressed with the amounts of the outlays and 
their annual increase. These questions are continually being 
asked: For what purposes is all this money being spent? Why 
do these government expenditures often grow larger year by 
year? How do these increases of public outlays compare with 
wealth accumulations and population movements? Do the in- 
creases of state expenditures mean more efficient government 
and better services to the people, or do they represent waste in 
the handling of public funds? Can this growth in public expendi- 
tures be brought under control? These and other questions will 
be discussed in this and the following chapters. 

This chapter will discuss, especially, the growth and functional 
distribution of government expenditures in general, and the 
nature of political outlays of the legislative, judiciary, and execu- 
tive establishments in particular. The next chapter will con- 
sider governmental expenditures that are primarily social and 
economic in character. 

Growth of Public Expenditures. Public expenditures have 
shown a constant tendency to increase under all forms of govern- 
ment during the past several centuries, and, at times, at a very 
rapid rate. Adolph Wagner, a German authority on public 
finance, concluded that “A comprehensive comparison of different 
countries and of different times shows that, among progressive 
peoples, with which alone we are concerned, an increase regularly 
takes place in the activity of both central and local governments. 
This increase is both extensive and intensive: the central and 
local governments constantly undertake new functions, while they 
perform both old and new functions more efficiently and com- 
pletely. In this way the economic needs of the people to an in- 
creasing extent and in a more satisfactory fashion are satisfied by 
the central and local governments. The clear proof is found in 
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the statistics which show the increased need of central govern- 
ments and of local political units’’.^ 

Professor H. C. Adams, formerly of the University of Michi- 
gan, also recognized these tendencies toward increase of public 
expenditures in different branches of the government by referring 
to them as “laws of the increase of state activities”; but he 
added one new aspect. He said that public expenditures tend 
constantly to increase, but not in all departments and for all 
functions of government in the same manner For example, he 
said that the amount of expenditures for purely governmental 
purposes shows a tendency to decrease in proportion to the 
public outlay for social and developmental actmties, although 
both have increased absolutely during the past few years. In 
other words, while all departments of government have increased 
their expenditures more or less over the past few years, some 
divisions have increased more than others. Professor Adams also 
maintained that the tendencies of public expenditures should be 
studied both relatively, as they vary according to functions or 
divisions of government, and absolutely, as they tend to increase 
as a whole over long periods of time. It is for these reasons that 
this phase of public finance can best be presented by referring 
to a few statistical facts of the current fiscal operations of govern- 
ment. 

Professor F. S. Nitti, an Italian economist, compiled extensive 
data on the growth of early government expenditures for such 
countries as EVance, England, Germany, Switzerland, and Italy, 
and, in some instances, for their local units also In every in- 
stance, regardless of the type or the grade of government or the 
period, the same general tendency to increase e.xisted. 

The increases were not uniform from year to year. In time of 
war, expenditures increased greatly. In the years following a 
war, expenditures decreased, but they never returned to the 
prewar level. Thus the long-time trend was always upward. 

It may be said that the upward tendencies of public expendi- 
tures are affected by two general conditions: first, temporarily, 
by periods of great catastrophe, such as war; and, second, by 
inherent conditions, as when governments assume new functions 
and activities and perform the old ones in a more elaborate and 


'Principles of Political Economics (3d edition; 1893, authors’ translation), 
Book VI, Chap. 3. 
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thorough manner. The temporary, or relatively short cyclical 
period, may be affected also by numerous other economic con- 
ditions, such as the expansion of purchasing power and credit 
inflation, and an enhanced demand for almost all kinds of com- 
modities and services During such period, the demand for 
certain services and commodities may increase enormously, 
while for a few it may not materially change or may actually 
show a substantial decline. The period of World War II emer- 
gency demonstrated overwhelmingly this fact. 

Professor Nitti shows also that this tendency of government 
expenditures to increase is characteristic of every nation in 
Europe in more recent times, whether it is a pure democracy, 
like Switzerland, or an unlimited monarchy, like Russia before 
the revolution of 1917. The fact that a particular nation has 
never engaged in any major war or maintained a large army or 
navy seems to make little difference in the general long-time 
tendency of public expenditures to increase. Nor is this fiscal 
condition to be found in the central governments alone. The 
expenditures of the local units exhibit the same tendency to 
increase. 

Growth of Public Expenditures in the United States. In the 
public expenditures of the Federal Government of the United 
States, there is exhibited the same general behavior and tendency 
to increase. The data and curve on page 28 give the average per 
capita expenditures of the federal government for various years 
since 1800. 

Referring to the data and curve, the relatively high per capita 
expenditures of $2.04 in 1800 were an aftermath of the Revolu- 
tionary War The yearly per capita costs then fell and remained 
low until the Civil War period when they rose to an unprecedented 
height Again they fell, but they soon began to rise slowly until 
1914, at the outbreak of World War I,' when they mounted rapidly 
In the latter part of 1919, the per capita costs began a rapid 
decline until the spring of 1930, when a succession of catastrophes 
such as the economic recession, flood, drought, and relief expendi- 
tures again caused them to mount 

The rapid rise of per capita expenditures of the federal govern- 
ment from 1933 to 1934 is explained by the aids that the New 
Deal administration gave to the unemployed, to the aged and 
dependents, and to economic recovery. The increase in per capita 
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AVERAGE PER CAPITA EXPENDITURES OF THE FEDERAL 
GOVERNMENT FOR SELECTED YEARS, ISOOAdSO^ 


Note that the table is plotted on a semi-log scale which shows relative, 
not absolute changes from penod to period The highest amount m 1945 is 
approximately seven hundred times the lowest amou-nt in 1810. 



^Derived from Table 2, “Receipts and Expenditures for Fiscal Years 
1789 to 1946, Annual Report of the Secretary of the Treasury on the State of the 
Finances for Fiscal Year Ended June 30, 19J^6 (Washington, D. C.: U.S. 
Government Printing Office, 1939) p. 414. The figure for 1950 was derived 
from the budgeted expenditures for that year. 
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costs of the federal government since 1989 is chiefly due to World 
War II and the economic aid to Europe and the more recent war 
preparedness program which will be discussed in detail later. 

Federal Expenditures Since 1789. The per capita expendi- 
tures of a government are based, of course, upon the population. 
The expenditures might also be stated in terms of the total wealth 
of the country or according to the national income. In either 
case, they might very easily convey an inaccurate picture of the 
real nature of their change in volume. A brief statistical analysis 
of the actual expenditures of the federal government should 
therefore be made in order to show their quantitative and quali- 
tative trends. 

Referring to the actual expenditure data for purposes of 
analysis, the annual fiscal outlays of the United States Govern- 
ment from the adoption of the Constitution in 1789 to the present 
may be broadly divided into seven periods.® 

First Period: 1 789 — 1811. This period comprises twenty-one 
fiscal years. It opens with a total expenditure of $4,200,000 
during 1789-91. The annual outlay then rose slowly until it 
exceeded the ten-million-dollar level toward the end of the penod. 
During this time, a new government was in the making. The 
functions as performed by the federal government were not 
extensive, being almost entirely political. The chief items of 
expenditure were for the legislative, executive, judiciary estab- 
lishments, and miscellaneous; for the War Department, including 
rivers and harbors; for the Navy Department; and for the Indians, 
pensions, and interest on the public debt, which the federal 
government had assumed for the States, largely incurred during 
the Revolutionary War. The principal sources of federal income 
at this time, as explained earlier, were custom duties and excise 
taxes mainly on whisky. 

Second Period: 1811 — 1817. The second period comprises 
the so-called second war for independence with England. In 1812, 
the national expenditures began to rise and reached a maximum 
of $34,700,000 in 1814. By 1816, the first year after the close of 

® For data on the total annual expenditures of the federal government, 
see the Annual Report of the Secretary of the Treasury . . . for Fiscal Y ear Ended, 
June 30, 1916, p 366. The total annual expenditures of each department are 
given in this table, less debt retirement. The fiscal year of the federal govern- 
ment from 1789 to 1842 ended on December 31; from 1844 to date, on June 
30. The figures for 1843 are for a half year from January 1 to June 30. 
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the war, they had begun to fall. The civil and miscellaneous 
expenditures during this period showed only slight increases as 
compared totheenormousoutlaysfor War and Navy Departments, 
pensions, and interest on a greatly augumented public debt. The 
main point to be stressed here is that, as Professor Adams has 
suggested, while all expenditures do increase, they do not advance 
at the same rate. These unequal advances in public expenditures 
relatively, absolutely and functionally leave further questions 
that will be answered as the analysis proceeds 

Third Period: 1817 — 1861. The third period comprises a 
span of some forty-five years. Beginning with 1817, when the 
federal expenditures were $21,800,000, there was a slow but 
steady decrease until 1823. In 1824, the curve of federal expendi- 
tures suddenly turned upward and, except for a few erratic years, 
steadily climbed until 1861 when it was $66,500,000. This period 
included heavy expenditures for such economic functions as 
turn-pike, canal, and railroad building, and land surveys and 
settlement of the West — in all of which the federal govern- 
ment made heavy investments. The war with Mexico in 1848 
caused the usual temporary rise and fall in the totals of federal 
expenditures, only to be followed by a slow upward trend 

It should be noted that, in 1836 and 1837, the federal govern- 
ment was entirely out of debt, as evidenced by the fact that there 
were no interest charges in the expenditures account for these 
years In 1841, a new item of expenditure for postal deficiencies 
appeared for the first time. Except for some ten different years 
since 1841, this postal deficiency item has appeared annually in 
the federal budget of expenditures, and usually in an ever in- 
creasing amount, despite the fact that the Post Office was expected 
to be self-sustaining. 

Fourth Period: 1861 — 1866. The fourth period comprises the 
first part of the Civil War cycle. In 1862, the first real year of the 
Civil War, the federal expenditures suddenly rose to $474,700,000. 
In 1863, they stood at $714,700,000; in 1864, at $865,300,000; 
and in 1865 they reached $1,297,000,000, after which date they 
began to decline. The Civil War cycle was caused chiefly by the 
enormous demand for goods and services, the great expansion 
of credit and the flotation of the greenback. 

Fifth Period: 1866 — 1917. In 1866, the federal expenditures 
suddenly dropped to a little in excess of a half billion dollars. 



Ch. 2] Public Expenditures for Political Purposes 31 

and then declined slowly for about a decade, after which they 
show an almost uninterrupted rise until 1917. During this period 
the federal government made heavy investments in internal 
improvements, such as the railroads and reclamation projects, 
and also spent large sums on the administration of the Interstate 
Commerce Commission, trust investigations, and later, the 
Tariff Commission. The war with Spain in 1898 created the usual 
financial disturbance, but its effects did not last long. 

Sixth Period: 1917 — 19S9. The sixth period is from 1917 to 
the beginning of 1940. Since these later government expenditures 
are of more interest, the following data will show their actual 
annual amounts:^ 


Year 

Actual 

Expenditures 

Year 

Actual 

Expenditures 

1917 

$ 1,977,681,751 

1929 

$3,848,463,190 

1918 

12,697,836,705 

1930 

3,994,152,487 

1919 

18,522,894,705 

1931 

4,091,597,712 

1920 

6,482,090,191 

1932 

5,153,644,895 

1921 

5,538,209,190 

1933 

5,142,953,627 

1922 

3,795,302,500 

1934 

7,105,050,085 

1923 

3,697,478,020 

1935 

7,375,825,166 

1924 

3,506,677,715 

1936 

8,879,798,258 

1925 

3,529,643,446 

1937 

8,105,158,547 

1926 

3,584,987,874 

1938 

7,614,858,300 

• 1927 

3,493,584,519 

1939 

7,070,558,00 

1928 

3,643,519,875 



The prosecution of World War I in 1918 and 1919 caused the 
federal expenditures to rise at a very rapid rate. Because of aids 
to drought and flood sufferers, to the unemployed, to the aged 
and incapacitated, and assistance to industry and economic 
recovery, the annual outlay of the United States Government 
increased in 1934 and 1936. After the all-time high expenditures 
in 1936 and 1937 the annual outlays of the federal government 
declined. This drop in expenditure was due to economic recovery 
and an increase in the national income. Private industry was able 
to absorb a larger part of the unemployed, thereby making it 
unnecessary to appropriate funds for relief. The general level of 
prices had also fallen, so that the government required fewer 
dollars to satisfy its demands. 

Seventh Period: 19JiO — 1949. The last period is from the 

‘Figures for the years 1917 through 1937 taken from the Annual Report of 
the Secretary of the Treasury . . . 1$S7, pp. 350-352. Those for 1938 and 1939 
were taken from The Budget of the United States Government for those years. 
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beginning of 1940 to the present, when the country was shifting 
from a peace to a war economy, including the three years subse- 
quent to the cessation of hostilities. In May, 1941, the federal 
government spent barely $800,000,000 for war purposes. A year 
later (May, 1942), a little over $3,000,000,000 was spent 
during the month. The 1944 and 1945 budgets provided for 
$100,000,000,000 and $99,000,000,000, respectively, for war 
purposes. 

Distribution and Trends of Governmental Costs.® The facts 
just presented show the general trends of public expenditures 
of the United States Government since its organization. The 
next problem is to resolve these totals according to departments, 
divisions, and subdivisions of the federal government, to show 
for what purpose this money was spent, and who was doing the 
spending In other words, the federal expenditures must now be 
studied quantitatively, qualitatively, and functionally. 

The table on page 33 sets forth the distribution of payments 
among the various functions and departments of the federal 
government. These data are selected directly from the 1930 
and 1939 federal budgets, respectively, and are budgeted expendi- 
tures and not actual expenditures. This ten-year spread represents 
an excellent period in which to study the changes in the qualitative 
distribution of expenditures among the various activities of the 
federal government. It is the last normal period that immedi- 
ately preceded the emergency of World War II. It should be 
kept in mind that the analysis of these federal expenditures 
during this period is made for the purpose of illustrating a prin- 
ciple which, in this manner, may be made obvious. A more 
detailed analysis of these data will follow. 

In glancing over these data, the first obvious fact is the great 
increase in the grand total, a net increase of 87 per cent between 
1930 and 1939. The second fact is the great increase in the number 
of functions assumed by the federal government. In every case, 
these new functions were either directly or indirectly social and 
economic in character, and their combined expenditures accounted 
for over 43 per cent of the total outlay for the fiscal year of 1939. 

‘A distinction should be made between budgeted expenditures and actual 
expenditures. Budgeted expenditures are those presented to Congress by the 
President about the first of each year, which do not become actual until after 
the close of the fiscal year when the budget has been executed. 
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BUDGETED EXPENDITURES OF THE UNITED STATES 
GOVERNMENT FOR FISCAL YEARS ENDED JUNE 30, 
1930, AND JUNE 30, 1939 


Organization Unit 


Fiscal Year Ended 
June 30 , 1930 


Fiscal Year Ended 
June 30 , 1939 


Expenditure Per Cent 


Expenditure Per Cent 


Legislative Establishment 
Executive Establishment 
Veterans' Administration 
Other Independent Estab 
Department of Agriculture 
Department of Commerce 
Department of the Interior 
Department of Justice* 
Department of Labor 
Navy Department 
Deficiency Postal Revenue 
Department of State 
Treasury Department 
Public Debt Retirement 
Interest on Public Debt 
Investment of Trust Funds 
War Department* 

Rural Electrification 
Gen Pub Woiks Program 
Agricultural Progiam 
Civil Conservation Corps 
Social Security 
Recovery and Relief 


$ 19 , 520,299 
450,000 
422 , 646,890 
93 . 958,301 
165 , 230,754 

52 . 153.000 
291 , 253,069 

28 . 171.000 
10 , 637,362 

361 , 759,000 

71 , 209,325 

14 , 466,831 

265 , 240,765 

553 , 067,600 

640 , 000,000 

197 , 933,963 

453 , 608,381 


0 50 
0 01 

11 18 
2 49 

4 39 

1 38 
7 70 

0 75 
0 28 
9 57 

1 89 
0 38 
9 66 

14 63 
16 93 

5 24 
12 00 


21 . 956.800 
441,600 

538 . 610.000 
41 , 199,400 

140 . 340.000 

44 . 428.000 
89 , 467,300 

40 . 708.800 

17 . 455.000 
569 , 827,400 

18 . 193.000 
16 , 082,500 

157 . 197.500 

201 . 515.000 

976 . 000 . 000 
667 , 356,600 
467 , 898,800 

42 . 500.000 

404 . 026.500 

586 . 050.000 

230 . 000 . 000 

338 . 230.000 
, 138 , 304,000 


0 31 
0 01 

7 61 

0 58 

1 99 

0 63 

1 26 
0 58 
0 25 

8 06 
0 26 
0 23 

2 22 

2 85 
13 80 

9 44 
6 62 
0 60 
5 71 
8 29 

3 25 

4 78 
16 10 


Total Budgeted Expendiiuies 


$ 3 , 780 , 719,647 


$ 7 , 070 , 558,000 


‘Excluding judiciary 
including Panama Canal 

These data are taken directly from the federal budget for 1930 and 1939, and 
therefore are budgeted and not actual expenditures Each column does not 
add up to the total budget expenditures because many unimportant non- 
recurring items have been omitted The percentages are calculated on the 
total budgeted expenditures 


The amounts spent for recovery and relief and for aids to the 
agricultural classes in that year accounted for more than 24 per 
cent of the total national expenditures. 

This increase in expenditures for recovery and relief and for 
other aids is especially significant because of the past general 
attitude toward such governmental function. Thomas Jefferson 
was convinced that the federal government should not intervene 
in economic matters In his first inaugural address® he said, 
“Still one thing more, fellow citizens, a wise and frugal govern- 
ment which shall restrain men from injuring one another, shall 
leave them otherwise free to regulate their own pursuits. . .” 
President Cleveland expressed the same point of view in a veto 
message when he vetoed “An Act to enable the Commissioner of 
Agriculture to make a special distribution of seeds in the drought- 


“Delivered on March 4, 1801. 
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striken area of Texas, and making appropriations therefor” when 
he said: “1 can find no warrant for such an appropriation in the 
Constitution, and I do not believe that the power and duty of the 
General Government ought to be extended to relief of individual 
suffering which is in no manner properly related to the public 
service or benefit . . . the lesson should be constantly entoced 
that though the people support the Government the Government 
should not support the people . . . Federal aid m such cases 
encourages the expectation of paternal care on the part of the 
Government and weakens the sturdiness of our national char- 
acter.”’' 

Even as late as 1932, officials in Washington seriously ques- 
tioned both the propriety and the constitutional power of the 
federal government to participate in any functions other than 
those which had to do directly with political operations. But 
about 1933, a new school of thought entrenched itself by making 
relief, recovery and other aids a definite function of the federal 
government, and even as late as 1939 when recovery was well 
advanced, the federal expenditures of public works and social 
security were still a little in excess of 10 per cent of the total outlay 
for all purposes during that fiscal year. 

This great increase of federal expenditures including new 
social services makes many items in the 1939 budget appear 
smaller on a percentage basis than in the 1930 budget although the 
actual number of dollars spent for such items had greatly increased. 
Take, for example, the respective amounts spent by the War 
Department and for interest on the public debt. The percentages 
of the total national expenditures for these two purposes showed 
that the percentage for the War Department for the fiscal year of 
1939 was 6 62, and for interest, 13.80, as compared in 1930 to 
12.00 and 16.93 per cent, respectively; yet, for both purposes, the 
actual number of dollars spent was larger during the fiscal year 
of 1939. Inaccurate conclusions of trends may be drawn by 
merely comparing percentages of total expenditures of these two 
periods, because in recent years the federal government has 
spread its efforts over a much wider area. In a few instances, as 
in the case of investment of trust funds, the amount of govern- 
ment expenditures has increased both relatively and absolutely 
between the 1930 and 1939 budget periods. 

'Veto of H.R. No. 10203, February 16, 1887 
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Distribution According to Functions. The table on this page 
indicates the distribution of expenditures of the United States 
Government according to functions. These data are taken from 
the 1939 federal budget. Again, it should be kept in mind that 
it is a principle which is being illustrated concretely, and that the 
1939 fiscal year is the last normal period which may be taken for 
this purpose. The combined totals do not quite add up to the 


BUDGETED EXPENDITURES OF THE UNITED STATES 
GOVERNMENT FOR 1939 BY FUNCTIONS 


Function 

Expenditure 

Combined 

Totals 

Per cent 
OF Total 

I General Functions 

Legislative Establishment 
Executive Establishment 

Judiciary 

Department of Justice 

Civil Depai tincnts’'^ 

$ 21,956,800 

441,600 
18,687,200 
22,021,000 

$ 

63,106,600 

692,986,500 

0 32 

0 90 

11 National Defenno Functions 

Navy Dopaitmont 

War Department 

569,827,400 

418,796,000 

756,093,100 

10 70 

Votoians’ Pensions and Benefits 


988,623,400 

538,610,000 

13 98 

III Public Aid, Itecovoiy and Relief 
li’ unctions 

General Public Woiks 404,026,500 

Agricultural Adjustment 586,050,000 

Civilian Conservation Coips 230,000,000 

So(‘ial Scouuty 338,230,000 

Rooo\oryand Relief 1,138,304,000 

$1,527,233,400 

21 59 

IV Public Debt Functions 

Interest 

Debt Retiiemcnt 

976,000,000 

201,515,000 

2,696,610,500 

38 14 

V Othoi Functions of Public Funds 
Investment of Trust Funds 
Revolving Funds 

Refunds 

667,366,600 

141,961,000 

50,808,800 

1,177,515,000 

16 65 

’•‘Includes the total budget expenditures 
fiscal ending Juno 30, 1939 

860,126,400 

for all the Departments in the President’s 

12 17 

Cabinet for 


actual expenditures of $7,070,558,000 because certain unimportant 
non-recurring items have been omitted; but the percentages are 
based upon the budgeted total expenditures and are therefore 
comparative and accurate. 

It is most surprising to note in the table that, according to 
the estimate of federal expenditures for the fiscal year of 1939, 
the combined amounts to be spent for the ordinary functions 
of government, such as the legislative, executive, and judiciary 
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establishments, absorbed only about 0.9 per cent of the total 
budgeted outlay. If the expenditures for civil departments and 
agencies are added to the outlay for the legislative, executive, 
and judiciary establishments, their total percentage of the federal 
budget then amounts to only 10.70. In other words, almost 90 
per cent of the total budgeted federal expenditures for the fiscal 
year of 1939 was expended for purposes other than the adminis- 
tration of the political divisions of the federal government. In 
1930, the percentage of the total federal budget spent for legis- 
lative and executive establishments alone was 0.51, whereas m 
1939 it was 0.32 per cent, although the actual number of dollars 
spent in 1939 was greater than in 1930. This last statement again 
warrants the conclusion that, as between the ordinary and the 
social services of government, while both are increasing absolutely, 
yet, relatively, the latter has been advancing at a much faster 
rate than the former This rate of divergence between the ex- 
penditures for ordinary functions and the social services of the 
federal government has been growing greater during the last 
decade or so, and shows no signs of abatement in the immediate 
future. 

For the fiscal year of 1939 the federal government spent 
13.98 per cent of the total budgeted expenditures for that period 
on the Army and Navy for national defense. If the outlay for 
veterans’ pensions and benefits for the same year are added to 
the above sum for national defense, the total then represents 
21.59 per cent of the 1939 federal budget. The amount that was 
spent for veterans’ pensions and benefits should be included under 
the heading of national defense, because it went for the aid and 
support of soldiers who had become disabled while performing mili- 
tary service. 

If such items of expenditure, as general public works, agri- 
cultural adjustment, civil conservation corps, social security, and 
recovery and relief are grouped under the general heading of 
public aid, recovery, and relief, the total outlay for these govern- 
mental functions for the fiscal year 1939 amounts to 38 14 per 
cent of the entire budget for that period. It should be noted that, 
although these social functions of government have only recently 
appeared in the roll of expenditures, yet, in 1939, they absorbed 
considerably more than one third of the total federal budget. 
The public expenditures for these new undertakings of govern- 
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ment have suddenly grown so large as to dwarf the outlays for the 
original political functions of legislative, executive, and judiciary 
establishments into relative insignificance. It may further be 
said that, if future expenditures of government are to be sub- 
stantially reduced, it will have to be done principally out of the 
money that is being spent for the social and economic activities, 
and not out of that which goes for the legislative, executive, and 
judiciary establishments. 

During the fiscal year that ended June 30, 1939, the public 
debt service required a budgeted expenditure for interest of 16.65 
per cent of the entire federal budget for that period. If other 
expenditures of public funds, such as for investment of trust ac- 
counts, revolving funds, and refunds because of excess payments 
on customs and internal revenue are added, the grand total then 
absorbs 28.82 per cent of the entire 1939 federal budget. 

To bring into greater relief this matter of trend and distribu- 
tion of Federal expenditures according to functions, attention is 
directed to the following table.® 


FEDERAL EXPENDITURES FOR 1900 ACCORDING TO 
FUNCTIONS 


Government Function 

Expenditure 

Per cent 
OP Total 

Civil and Miscellaneous 

$129,178,000 

24 

80 

War Department 

134,775,000 

25 

88 

Navy Department 

56,953,000 

10 

74 

Indians 

10,175,000 

1 

95 

Bureau of Pensions 

143,389,000 

27 

53 

Postal Deficit 

7,231,000 

1 

39 

Interest on Debt 

40,160,000 

7 

71 

Total 

$520,861,000 

100 

00 


The first obvious facts are the small sums in dollars involved, 
and the distribution of the federal expenditures among the various 
functions of 1900 as shown by the figures in the percentage col- 
umn. In this same year (1900), 24.80 per cent of this total budget 
was absorbed by the legislative, executive, and judiciary establish- 

®These data were appropriated from the Statistical Abstract of the United 
States, 19 S 7 (Washington, D,C.: U.S. Government Printing Office), p. 164, 
and represent a distribution of expenditures of the federal government 
according to the major activities for the fiscal year ended June 30, 1900. 
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ments, as against but 10.70 pe;r cent in 1989. In 1900, 36.62 per 
cent of the total federal expenditure was made for purposes of 
public defense. If the outlay for the Bureau of Pensions is added, 
the total percentage then becomes 64.15 The interest on public 
debt occupied the modest percentage of 7.71, which should also 
be added to the total for public defense, because most of this ob- 
ligation represented payments on loans that had been incurred 
for financing the Civil War and the war with Spain. In other 
words, in 1900, over 70 cents out of each dollar spent by the fed- 
eral government went for war purposes, either past, present, or 
future. It should be noticed that in the 1900 budget there is an 
entire absence of federal expenditures for any social functions, 
and capital outlay. 

All that has been said thus far in this chapter relates to trends 
and growth of federal expenditures and to their analyses accord- 
ing to the general functions. It now seems advisable to discuss 
more specifically the expenditures of each of the various major 
departments of the federal government and their increases, es- 
pecially in recent years, and to analyze the functions performed. 
It is only by knowing who does the spending, and where and for 
what specific purposes the tax dollar goes, that the student is able 
to make an intelligent appraisal of public expenditures. 

The primary functions of the federal government are per- 
formed under the legislative, judicial, and executive establishments 
and under these general headings expenditures may be studied.” 

Legislative Functions. The legislative establishment of the 
federal government, consisting of the Senate and the House of 
Representatives, was created by a provision in the United States 
Constitution. It is the lawmaking body of the federal govern- 
ment, and its outlays represent the cost of legislation. According 
to the 1943 federal budget, the Senate and the House of Rep- 
resentatives required $4,000,000 and $9,000,000, respectively, for 
that fiscal year. Each senator and representative received a salary, 
secretarial assistance, franking privilege, traveling expenses when 
out on legislative business, and mileage once each way between 
his home and the capital for each session of Congress. While, for 
several years preceding World War II, the annual expenditures 

"It is suggested that the student be sent to the Current Federal Budget to 
analyze the expenditures for the legislative, executive, and judiciary establish- 
ments. 
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BUDGETED EXPENDITURES BY FUNCTIONS FOR FOUR 

RECENT YEARS’ 


Fiscal Billions of Dollars 



National 

Defense 



Inter- 

national 



Veterans 

Programs 


Interest and 
Tax Refunds 


All Others 


The above pictorial diagram indicates the federal expenditures for the 
years indicated among such functions as national defense, international 
aids, chiefly the Marshall plan for 1948-49, the Veterans Administration, 
interest and tax refunds and other items This diagram brings out most 
effectively the overshadowing effects of war expenditures 


^The Budget of the U, S. Government for fiscal year ending June 30, 
1949, page M59. 
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of this establishment were remarkably constant, the outlays for 
1943 and 1944 showed a substantial increase, largely due to the 
added war activities. 

Grouped under the legislative establishment are certain other 
agencies. The architect of the Capitol has general supervision 
over all construction and maintenance of property on the Capitol 
grounds. At first, employee appointments were made only as need 
arose, but now the office personnel has been put on a permanent 
basis. The Library of Congress and the Government Printing 
Office are grouped in the budget under this general heading. The 
main support of the Library of Congress is federal appropriations. 
It also has the use of income from funds received from foundations 
and private sources administered by the Library of Congress Trust 
Fund Board. Beneficiary of many gifts, the Library has now 
grown into one of the most serviceable agencies to the various 
departments of the government and one of the largest of its kind 
in the world. 

The Government Printing Office does practically all the print- 
ing for the federal government and its agencies. It issues every 
year thousands of pamphlets, books, and other documents on 
about every conceivable subject. Some of this literature is for 
free distribution at public expense and may be obtained through 
the senators and representatives, as well as through the depart- 
ment for which it is issued. But, in general, a very nominal charge 
is made, intended to cover only the bare cost of publication. 

Judiciary Functions. The judiciary establishment is co- 
ordinate with the legislative and executive establishments, and is 
the law-interpreting-and-enforcing agency of the federal govern- 
ment. The judiciary establishment consists of the United States 
Supreme Court, the circuit and district courts, court of claims and 
appeals, and the customs court. The United States Supreme Court 
was created by a provision in the Constitution, while all other 
judicial bodies are creatures of congressional action. The Supreme 
Court has jurisdiction over all cases arising under the Constitu- 
tion, the laws of the United States, and treaties; all cases affecting 
ambassadors or other public ministers and consuls; all cases of 
admiralty and maritime jurisdiction; all controversies to which the 
United States shall be a party; disputes between a state and a 
citizen of another state and between citizens of different states. 
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The Department of Justice is grouped under the executive 
establishments, but, because of its nature and association, it may 
be discussed under the general heading of judiciary functions. 

Perhaps one of the oldest and most carefully guarded functions 
of government is that of administering and protecting justice, and 
of providing for e, quality of rights among its citizens or subjects. 
At present, one who files a civil suit must enter costs which, if he 
succeeds, may be returned to him — the court usually shifting the 
burden of costs onto the losing party. In any event, the fees that 
the courts collect pay only a small portion of their total expense of 
operation, and the balance comes out of funds collected by taxa- 
tion. The reason for this division of the burden is that the courts 
offer a special service to the litigants and a general benefit to the 
public. In the case of a criminal suit, the cost may be regarded as 
a primary responsibility of the public and is paid entirely out of 
the public treasury. 

The chief purposes of the Department of Justice are to pro- 
vide means for the enforcement of the federal laws, to furnish 
legal counsel in federal cases, and to construe the laws under 
which the other departments act. It conducts all smts before the 
Supreme Court in which the United States is concerned, supervises 
the federal penal institutions, and investigates violations of 
federal laws. It represents the Government in legal matters, en- 
erally, rendering legal advice and opinions to the President and 
to the heads of executive departments. The Attorney General 
supervises and directs the activities of the United States dis- 
trict attorneys and marshalls in the various judicial districts. 
The Department of Justice has special responsibility for the en- 
forcement of the anti-trust laws of the United States, and of the 
prosecution and defense of all actions relating to federal taxes. 
It is also charged with the maintenance and supervision of the 
penal and correctional institutions of the Unites States. 

Executive Functions. The executive branch of the federal 
government is primarily administrative in character. It includes 
such a wide range of activities, which are constantly being changed 
and augmented because of emergency conditions, that it is im- 
possible to give more than a general account of its varied functions. 

The executive establishment was created by a special provision 
in the Constitution, and is therefore co-ordinate with the legis- 
lative and judiciary establishments. It is the only arm of the fed- 
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eral government that is in constant session and therefore in a 
position to provide continuity of government fiscal policy. 

The annual salaries of the President and Vice-President are 
$75,000 and $15,000, respectively. The other budgeted expendi- 
tures for the executive office are for White House maintenance, 
traveling expenses of the President, Bureau of the Budget, Na- 
tional Resources Planning Board, Office of Emergency Manage- 
ment, and Office of Government Reports. The activities of the 
Office of Emergency Management were expanded enormously 
because of the war, but like many other agencies, the O.E.M. has 
been discontinued. 

Independent Commissions. Grouped under the executive 
branch largely for continuous administrative purposes, are many 
independent commissions whose chief duties are the exercise of 
certain measures of control. One of the oldest and most important 
of these agencies is the Civil Service Commission. The principal 
activities of this commission are to : 

1. Provide for open and competitive examinations for government 
positions falling under the classified service. 

2. Certify to appointing officers eligible applicants. 

3. Apportion appointments among states, territories, and Dis- 
trict of Columbia. 

4. Administer statutory provisions and civil service regulations 
on political activity relating to federal classified employees 
and certain state and local employees participating in federally 
financed activities. 

5. Maintain service records of all permanent federal civilian em- 
ployees, whether classified or unclassified. 

6. Conduct investigations relative to the enforcement of the civil 
service rules and the character suitability of applicants for cer- 
tain types of positions. 

7. Provide a system of competitive promotion in the classified 
services. 

8. Establish, in cooperation with other government agencies, 
training courses for employees in the classified service. 

9. Administer the Classification Act. 

10. Administer the Civil Service Retirement Act, the Canal Zone 
Act, and the Alaska Railroad Retirement Act. 

For the supervision of the transportation system, the Inter- 
state Commerce Commission spent during the 1943 fiscal year 
about $9,500,000. The total cost of the Federal Communication 
and Federal Power Commissions during the same period was 
$4,900,000 and $3,000,000, respectively, for the purposes of regu- 
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lating the telephone and telegraph companies and the production 
and sale of electric energy under the Public Utility Act of 1935- 

The Federal Trade Commission was organized to furnish legal 
recourse against those who were guilty of employing unfair methods 
of competition in interstate trade and manufacturing. The Securi- 
ties and Exchange Commission is vested with the authority to 
regulate the sale of securities of all corporations engaged in busi- 
ness among the states and with foreign nations. 

The Tariff Commission has assumed the duty of compiling 
statistics on our foreign trade, and of furnishing expert statements 
and opinions to the President and to Congress concerning any 
barriers to free movements of goods between this country and other 
nations. 

These various commissions are independent in the sense that 
they report directly to either Congress or the President. The Chief 
Executive may appoint the personnel of each Commission with the 
advice and consent of the Senate. This list by no means exhausts 
the number of boards and agencies that are grouped in the fed- 
eral budget under the general heading of the executive office The 
expenditures of the most important ones will be discussed later. 

Department of the Treasury. The United States Treasury is 
important because it is to this department of the executive branch 
that the management and control of the financial affairs of the 
nation are entrusted. This department is the head of the fiscal 
machinery of the federal government and therefore deserves 
some consideration at this time. 

The Department of the Treasury, through its Bureau of Cus- 
toms, is vested with the powers and duties that pertain to imports 
and exports of merchandise to and from the United States. This 
bureau’s principal function is the collection of import duties. 

The Bureau of Internal Revenue has general supervision over 
the determination, assessment, and collection of all internal reve- 
nue taxes. Its principal duty is to collect income and profits taxes, 
levies on alcoholic beverages, and miscellaneous excises. 

The Division of Tax Research provides analyses of tax 
systems and tax structures and recommendations to aid in the 
formulation and execution of tax programs and fiscal policies. This 
division also prepares analyses of proposed revenue legislation, 
and co-operates with the Congressional Joint Committee on In- 
ternal Revenue Taxation. This division is also responsible for the 
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collection and publication of all statistical information pertaining 
to federal tajcation. Probably one of the most important func- 
tions that this Department performs is its research in regard to 
new taxes or yields of old ones under varying conditions. The de- 
partment is able at all times to give an estimate on the probable 
income that may be expected from any one or from all the various 
sources under existing tax schedules. This information is partic- 
ularly helpful to Congress in drafting a new tax program, and to 
the President and the Director of the Budget in preparing the 
annual estimate of expenditures. 

Another division of the Treasury is the Bureau of Public Debts, 
which has full supervision over bond issues and management of 
the public debt of the United States. It accomplishes these pur- 
poses chiefly through the Federal Reserve Banks, which act as the 
fiscal agents of the federal government. It attends to the prepa- 
ration of the necessary documents incident to the offerings, directs 
the handling of subscriptions and allotments and the preparation 
of the securities. 

Expenditures of Civil Departments and Agencies. The 
Department of Agriculture directs its attention largely to the plant 
and animal industries and kindred services, such as soil chemistry, 
control of diseases of plants and animals, forest conservation, and 
weather forecasting. The Department of Commerce is chiefly 
concerned with the development of our domestic and foreign 
trade, and issues many bulletins and pamphlets that are of great 
use to business. 

The Department of the Interior was created principally for the 
purpose of land development and reclamation, and the conserva- 
tion of such natural resources as coal, oil, gases, and minerals. This 
Department also includes an Office of Education. Each year the 
federal government makes considerable contribution for educa- 
tional purposes on such matters as Indian affairs which are handled 
largely through this office. This expenditure does not include the 
appropriation (which has been amounting to a million or more 
dollars annually) for Howard University for Negroes. The princi- 
pal expenditures of the Department of Labor are for regulation of 
immigration and naturalization, and woman and child employ- 
ment, and for co-operation among the states through the United 
States Employment Service. The Department of State is chiefly 
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concerned with the political relations of the United States with 
foreign powers. 

(For summary and readings, see end of Chapter III.) 


TEXT QUESTIONS 

1. What general conditions affect the upward tendency of public 
expenditures? 

2. In general, what is the curve of public expenditures in the United 
States between 1800-1949? 

3. What explanation is given for the rapid rise of per capita expendi- 
tures from 1933 to 1934? 

4. What were the chief sources of federal income in the first period, 
1789-1811'? 

5. What is unusual about the years 1836 and 1837? 

6. What were three causes for the Civil War Cycle in the fourth 
period? 

7. What were the main expenditures of the federal government in 
the fifth period, 1866-1917? 

8. What caused the drop in expenditures after 1937? 

9. What two facts are brought out by the table of expenditures for 
1930 and 1939? 

10. Discuss the theory of the social and economic functions of govern- 
ment that generally prevailed before 1930 

11. Why may inaccurate conclusions be drawn by comparing only 
percentages of total expenditures? L--— - 

12. What percent of the 1939 budget was for the administration of 
the political divisions? 

13. Discuss this statement, “Both the ordinary and social services 
of government are increasing absolutely, but relatively the latter 
has been increasing at a much faster rate than the former.'^ 

14. Why is the amount for veterans* pensions ihcluded under national 

defense ~ ^ ^ 

15. What was the greatest federal expense in 1900? 

16. What activities are included under the legislative establishment? 

17. What are the chief functions of the Department of Justice? 

18. Which branch of the federal government is in const ant sessionl 

19. Name some of the commissions grouped under the executive 
branch? 

20. What is the job of the Bureau of Customs? 
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21. Which branch of the Treasury Department performs research in 
regard to new taxes or yields of old ones under varying conditions? 

22. What is the job of the Department of Agriculture; the Depart- 
ment of Commerce; the Department of the Interior? 

28. What are the principle expenditures of the Department of Labor? 


RESEARCH TOPICS 

1 Consult the latest federal budget and analyze the proposed 
expenditures for the fiscal year for the Legislative Establishment. 
Calculate the percentages of increases or decreases of the im- 
portant items during the last three or more years, and account 
for these changes. Also calculate the percentage of expenditure 
of the Legislative Establishment to the total budget. Criticize 
or justify the various expenditures. 

2. Do the same for Executive Establishment. 

3. Do the same for the Judiciary Establishment. 

4. Secure from the Department of Labor, Bureau of Statistics, the 
weekly wholesale index number for the past several years. Plot 
these data on a curve, and see if you can show any correlation 
between the cyclical changes in the general level of prices and the 
total expenditures of the federal government. 



CHAPTER 3 

PUBLIC EXPENDITURES FOR SOCIAL AND 
ECONOMIC ACTIVITIES 

In the preceding chapter, the growth and distribution of public 
expenditures, especially for the legislative, judicial, and executive 
functions, were discussed. These functions may be regarded as the 
original, fundamental purposes of government and therefore es- 
sentially pohtical. But governments today perform many ad- 
ditional functions that are primarily social and economic in nature, 
and they make great expenditures for these purposes. These eco- 
nomic and social activities have now become definite, accepted 
functions of government, and appear regularly in the budget. In 
some respects these expenditures are more important than the 
political. They now require a larger portion of the total govern- 
ment expenditures, command far more public interest in their 
adoption and execution, and have vastly greater eflfects upon the 
economy of the country. 

Recovery and Relief Program. Only in the last few years 
has the federal government participated in a program of eco- 
nomic recovery and relief. Until that time, relief was almost 
wholly a matter of contribution to the unfortunate by the local 
government, by churches and other institutions, and by philan- 
thropic individuals. 

Prior to 1929, the federal budget made no provisions for ex- 
penditures that might be used for economic recovery during and 
following a depression; and only occasional relief was made avail- 
able at that time by special congressional appropriation for vic- 
tims of some great calamity, like widespread flood or drought In 
the 1930 and 1931 federal budgets, the item of General Public 
Works appears but those expenditures were not made for the pur- 
pose of affording relief or of effecting economic recovery. They 
were made for particular capital outlays and public improvements. 

The table on page 48 sets forth the principal expenditures for 
economic recovery and relief for the fiscal years ended in 1937, 
1938, and 1939. These three years are chosen because, after this 
period, public expenditures for these purposes decreased very 
rapidly or disappeared entirely. 

47 
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The two outstanding facts in this table are the decreases in the 
total outlays for recovery and relief between 1937 and 1939, and 
the high percentages of the total federal expenditures that these 
represent. In 1937, the federal government spent 37.19 per cent 
of the total budget for recovery and relief. Under the 1939 fed- 
eral budget, 16.09 per cent was spent for economic recovery and 
relief. In the short space from 1937 to 1939, there was a reduction 
of over 57 per cent in federal expenditures for these purposes. The 
pnncipal cause was the improvement in economic conditions which 
made it possible for industry to assume a greater part of the burden 


RECOVERY AND RELIEF AND PUBLIC WORKS PROGRAM 

(1937-39) . 


Function 

Fiscal Year 1937 

Fiscal Year 1938 

Fiscal Year 1939 

1 Afiricultural Aid 

Fedeial Farm Mortgage 


$ 5,727.000 


Corp 

$ 

$ 7,819,000 

Federal Land Banks 

64,181,013 57 

69,828,000 

42,382,000 

Total, Agu Aid 

2 Relief 

Federal Emergency 

64,183,013 57 

75,555,000 

50,201 ,000 

Relief Admm 

12,401,286 50 

4,369,000 

1,660,000 

Civil Works Admin 
Drought-stiicken aicas 

296,750 72 ! 
476,249 44 

222,000 



222,000 

Total, Relief 

3 Public Works (including 
Work Relief) 

13,174,286 60 

4,591,000 

1,882,000 

Public Highways 

Rivers and Harbois and 

260,908,921 92 

84,576,000 

27,729,000 

Flood Control 

94,483,515 42 

33,639,000 

7,026,000 

Rural Electrification 

10,254,231 50 

10,628,000 

36,991,000 

Works Progiesa Adinm 
Emergency Relief I^iog 

Other Public Works 

1,896,446,658 29 

1,472,499,000 

2,239,603,000 

900,000,000 

40,139,000 

377,280,061 12 

200,049,300 

Total, Pub Works 

4 Aid to Homeowners 

2,639,373,388 64 

1,801,391,300 

3,251,488,000 

Home Loan Syhtom 

20,686,283 66 

4,747.000 


Emergency Housing 

50,734,419 78 

22,458,000 

66,000 

Fed Housing Admm 

16,740,080 13 

11,725,000 

9,141,000 

Farm Security 

209,695,567 17 

180,149,000 

183,623,000 

Total, Aid to H 0 

5 Miscellaneous 

Administration for Indus 

297,856.350 74 

219,079,000 

101,829,000 

Recovery 

4,873 17 

500 


Total, Recovery and Relief 

Per cent of Recovery and Relief 
to Total Federal Expenditures 

$3,014,589,912 78 

37 19 

$2,100,616,800 

27 3 

$3,495,400,000 

16 09 


by absorbing more of the unemployed. There waS also a greatly 
reduced outlay in aid to homeowners for the same reason.^ 


'It IS suggested that the student refer to the latest federal budget to 
analyze the expenditures for each general topic mentioned in this Chapter. 
The latest Report of the Secretary of the Treasury should also be consulted, 
especially in regard to the various trust funds managed by the federal gov- 
ernment. 
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Agricultural Aid. During the great depression of 1932-39, one 
of the most pressing needs was some form of aid to agriculture. 
During World War I, high prices and encouragement from the 
federal government to produce at capacity induced the fanner to 
expand his output and to increase his investment in land and agri- 
cultural equipment. In 1929, when general prices began to fall, 
many farmers were left with a heavy mortgage debt and many 
were reduced to a state of destitution At that time, many farmers 
paid taxes on farms which produced little or no profit whatso- 
ever — a typical capital levy. The Federal Farm Loan Act of 
1916 was accordingly broadened by several amendments in 1933, 
1934, and 1935, so that long-term government loans could be 
made upon first mortgages on farm lands to aid distressed farmers. 

The loans were made available through the Federal Land Banks 
for the purpose of acquiring farms for agricultural uses, for the 
purchase of equipment, fertilizer, and livestock necessary for the 
proper and reasonable operation of the mortgaged farm, for pro- 
viding buildings and the improvement of farm land, for the liquida- 
tion of indebtedness incurred by the owner of the mortgaged land 
for agricultural purposes, and to provide the owner with funds for 
general use in his farming activities 

To aid the Federal Land Banks, particularly in this farm-debt 
program, the Federal Farm Mortgage Corporation was organized 
in 1934. The corporation was capitalized at $200,000,000, and it 
was authorized to have outstanding at any one time a total of not 
more than $2,000,000,000 of bonds guaranteed by the federal 
government both as to principal and interest. In the fiscal year 
of 1937, the Federal Land Banks paid out a total of $64,181,013.57 
as aid to agriculture But, in 1939, due to improved economic 
conditions, the combined outlay of Federal Farm Mortgage Cor- 
poration and the Land Banks had been reduced by about half. 

Rehef and Public Works As a measure of direct relief. Con- 
gress passed the National Industrial Recovery Act m 1933. Under 
the authority of Title II of this Act, the President later created the 
Federal Emergency Administration of Public Works with the chief 
aims of reducing unemployment, restonng purchasing power, and 
encouraging long-range planning of public projects. Allotments in 
the forms of loans and grants were made to various federal depart- 
ments, to states and to cities for (1) waterworks projects; (2) sewer 
construction; (3) municipal power plants; (4) highways, bridges. 
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tunnels, and projects for the transmission of electric energy; (5) 
public schools; and (6) hospitals. Funds were also transferred by 
the Public Works Administration to the War and Navy Depart- 
ments for the construction of war vessels, army housing, ordnance, 
airplanes, motorization, and work on rivers and harbors. A fund 
was first set aside in 1933 as the initial step in slum clearance and 
rehousing in congested cities throughout the United States. Slum 
clearance has since become one of the most worthy and active 
functions of the federal government and is almost entirely per- 
formed in co-operation with the state and local units. 

In the fiscal year of 1937, the federal government spent over 
twelve million dollars through the Federal Emergency Relief Ad- 
ministration as aid to the unfortunate, but no provision was made 
for such expenditure in the 1939 budget because its activities had 
been largely absorbed by such other government agencies as the 
Works Progress Administration and the National Youth Adminis- 
tration. As aid to the drought sufferers, the federal govern- 
ment, through the Department of Agriculture, spent a total of 
$84,119,948.33 in 1935, 1936 and 1937 No further appropriations 
were make for this last-named purpose after 1937. 

Aid to Homeowners. Possibly no economic group was more 
affected by the depression and needed government aid more than 
did the homeowner. During times of prosperity many people had 
bought homes and had given mortgages in part payment. When 
their incomes were reduced, they were in danger of losing their 
homes because they could not meet the payments. A few states, 
such as Minnesota, came to the aid of the homeowners by passing 
statutes establishing the right of property owners to apply to the 
courts for extension of time in which to redeem their property 
under foreclosure proceedings. In the case of Home Building & 
Loan Association v. BlaisdelP the constitutionality of this aid was 
sustained by the Supreme Court under the police power of the 
state. 

The Federal Home Loan Bank System was created in July, 
1932, to provide a credit reserve for the thrift and home-financing 
institutions of the United States. The capital stock of each home 
loan bank was subscribed by institutions that had been accepted 
into membership and also by the Secretary of the Treasury. The 

“Home Building & Loan Association v. Blaisdell, 290 U S 398; 54 S Ct. 
231 (1934) 
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Federal Home Loan Banks also obtained other loanable funds 
through deposits accepted from member institutions, from other 
home loan banks, from the United States Government and its 
instrumentalities, by discounting their loans and borrowing and 
by the issuance of notes, bonds, and debentures. The Secretary 
of the Treasury of the United States was authorized to invest 
$125,000,000 in the stock of the twelve Federal Home Loan Banks. 

The Emergency Housing Authority and the United States 
Housing Authority were created to provide better living conditions 
for the low-income groups. The housing authorities were em- 
powered to raise funds, for lending to local public housing agencies, 
through the sale of bonds. Cities were expected to bear a share of 
the financial burden through contributions of at least 10 per cent 
of the loan or 20 per cent of the annual grants, and to furnish 
building sites and tax exemption. The city was required to deter- 
mine its own needs for low-rent houses. It was also expected to 
design its own housing projects, supervise their construction, select 
the tenants, and to devise a system of management. The cost of 
any project was limited to $6,000 for each average family unit, or 
$1,250 a room in cities of 500,000 or more population. In small 
municipalities, the limits were $4,000 for a family unit and $1,000 
a room. The federal government required that labor engaged in 
this construction work be paid a fair wage and also be assured 
suitable working conditions. The peak of federal expenditures for 
housing was reached in 1937 and 1938; a total of over a hundred 
million dollars was spent for this purpose in those two years 

With the discontinuance of loans by the Home Owners' Loan 
Corporation and its liquidation, all its duties were transferred to 
the Federal Housing Administration. It became the latter’s duty 
to insure loans by private financial institutions as they were made 
to homeowners for the purchase, construction, and repair of dwell- 
ing houses. 

The Resettlement Administration was organized to relocate 
families living below the level of subsistence. Some eighty-six com- 
munities were developed for the relocation of 10,000 rural families 
The administration built over 7,000 homes and withdrew 9,000,000 
acres of substandard land from crop production. It extended 
$96,000,000 in loans to farm families and reduced the debts oi 
50,000 farmers by $35,000,000. The Resettlement Administration 
also built large villages near Washington, Cincinnati, and Mil- 
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waukee to house urban workers in more pleasant surroundings. 
No federal funds were appropriated for these purposes during 
1937 and later years. Many of these financial activities were 
transferred to the Farm Security Administration, which was 
merged in 1946 with the present Farmers Home Administration. 
The chief function of the Farmers Home Administration is to pro- 
vide credit to farmers who cannot get the loans they need at pre- 
vailing rates from banks, co-operative lending associations, or 
other responsible sources. 

General Public Works Program. The federal government 
has used public works in two ways: first, and especially during the 
depression of 1932-39, as a means of distributing relief to the un- 
employed; and, second, for construction and improvement of the 
capital structures owned and used by the United States Govern- 
ment in its various activities. The public works in the second 
category include the Panama Canal, rivers, harbors, and flood- 
control structures; railroads built in Alaska; irrigation systems 
constructed by the Reclamation Service; public and rural post 
roads; public buildings for schools and other structures constructed 
throughout the country and in and around Washington; and hos- 
pitals for war patients. 

Usually the government makes its expenditures for general 
works through some one of its major departments, but sometimes 
these outlays are intended only for specific purposes, such as, for 
example, a wind tunnel to test airplanes and propellers, or the 
construction of an irrigation ditch to drain the Dismal Swamps or 
the Everglades. The Tennessee Valley Authority, during the 
period from 1936 to 1939, spent over forty million dollars a year 
for the construction and improvement of power projects, the ac- 
quisition and clearing of land, the relocation of highways, and the 
building or purchase of transmission lines and facilities. Such 
Federal expenditures often proved to be a great boon to the 
community. In the TVA area, homes were electrified and provided 
with labor-saving utilities, modern schools and roads were built, 
hospitals and other local improvements were established, and soil- 
enrichment ingredients were compounded for agricultural pur- 
poses. 

The expenditures for relief and recovery by the Executive es- 
tablishment and for public works by the Department of Agricul- 
ture were almost entirely for road construction and maintenance 
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through the Bureau of Public Roads, and for carrying out the 
provision of the Act which provides that the United States shall 
aid the states m the construction of rural post roads.® In order to 
insure that the roads of the country should constitute a system, 
the federal government also contributed heavily toward the con- 
struction of secondary or feeder roads and the elimination of grade 
crossings. In all this sharing of expenditures with the states on 
road building, the federal government insisted on certain stand- 
ards of construction and of supervision of disbursements. 

Federal Expenditures in the Field of Education. As will be 
explained in greater detail in the chapter on interfiscal relations 
between the federal and the local units, the United States Govern- 
ment has been a heavy contributor to public educational institu- 
tions since an early period of its existence. Through the Office of 
Education in the Department of the Interior, the federal govern- 
ment has been recently increasing its activities and expenditures 
in the various fields of education. Special projects that were 
financed by federal allocations through emergency relief funds 
have made a significant contribution to the development of phases 
of education that had previously received but scant attention on 
a national scale. The expenditures during the period from 1933 
to 1937 wore for surveys of employment possibilities for deaf and 
hard-of-hearing individuals, for educational radio projects, for 
public forums, for research in universities and colleges, for local 
school administrative units, and for surveys of vocational guidance 
of Negroes. The Office of Education has also developed a very 
effective program for co-operation with all the major departments 
of the federal government, and considerable sums of money are being 
spent annually through these channels for educational purposes. 

Federal funds distributed to the states for various educational 
purposes have reached sums of no mean proportions. The following 
data set forth for certain fiscal years the amounts expended:* 

1933-34 $ 11,549,917 1942-43 180,080,300 

1935-36 17,646,682 1943-44 175,678,800 

1937-38 29,284,160 1944-45 71,425,200 

1940- 41 28,545,380 1945-46 28,101,600 

194 1- 42 29,298,890 1948-49 43,616,862 

®39 U S. Stat. 355-359. Also consult the federal budget for a detailed list 
of activities and expenditures for each of these services. 

^Obtained from School Life, February, 1938, p. 236, except for the fiscal 
years 1938"-1949, which was taken from The Budgets of the United States Gov^ 
ernment for the Fiscal Years as represented. 
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Except for the fiscal years ended in 1943, 1944, and 1945, when 
the amounts spent by the Office of Education greatly increased, 
due mainly to charging the allotments to the National Youth 
Administration to this Office, the average provided was around 
twenty eight millions annually. The estimated allotment for the 
fiscal year ending in 1949 was increased principally to provide for 
salary increases and for vocational education. 

To convey some idea of the educational activities that were 
financed by these various federal allocations to the states and 
local units, attention is called to the fact that, in the fiscal year of 
1939, this money was spent mainly for surveys, studies, investiga- 
tions, and reports in regard to public school, college, and university 
libraries; for endowments of colleges of agriculture and the me- 
chanic arts, under Section 22 of the act entitled “An Act to provide 
for basic research into basic laws and pnnciples relating to agri- 
culture and to provide for the further development of co-operative 
agricultural extension work and the more complete endowment 
and support of land-grant colleges”; for grants to states for emer- 
gency relief and direct assistance for educational, professional, and 
clerical persons; for permanent appropriations to colleges of agri- 
culture and the mechamc arts; for vocational education in agri- 
culture, trades and industries, home economics, and distributive 
industries, and the training of teachers for service in the above 
fields; and for co-operative vocational rehabilitation of disabled 
residents, principally in the District of Columbia.® 

The Office of Education, with the assistance of emergency 
relief funds, initiated a plan of demonstrations in adult civic edu- 
cation that did much to formulate a permanent program of 
service in this field. In the summer of 1936, ten forum demonstra- 
tion centers were established. In 1937, the program was further 
expanded to include a total of nineteen centers, which required a 
total outlay of over a half million dollars of federal funds. 

The National Youth Administration was responsible for a 
college-aid program, and considerable sums of money were 
appropriated annually by Congress for this purpose. The following 
table shows the institutions participating, the student quota, and 
the monthly fund that was allocated for 1936-37.® Both public 
and private institutions received benefit, with universities, colleges 
pp 469fr. 

«Palmer 0. Johnson and Oswald L Harvy, The National Youth Administra- 
tion (Washington, DC US. Government Printing Office), p, 38 
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U. S. GOVERNMENT AID TO STUDENTS. 1936-37 


TypE OF Institution 

Institutions 

Student Quota 

MONTHLy 

Allocations 

No 

Per 

CENT 

No 

Per 

CENT 

Amount 

Pee 

CENT 

Totals 

1,656 

100 0 

119,219 

100 0 

$1,768,755 

100 0 

Public 

618 

37 3 

66,420 

55 7 

979,168 

55 3 

Private 

Q95 

60 1 

52.108 

43 7 

779,337 

44 1 

Unknown 

43 

2 6 

691 

0 6 

10,250 

0 6 

Universities, Colleges, oi Technical 







Schools 

Teachers’ Colleges or Normal 

911 

55 0 

88,000 

73 8 

1,315,092 

74 4 

Schools 

263 

15 9 

18,269 

15 3 

262,494 

14 8 

Junior Colleges 

439 

26 5 

12,259 

10 3 

180,919 

10 2 

Unknown 

43 

2 6 

691 

0 6 

10,250 

0 6 


and technical schools absorbing about three-fourths of the total 
monthly allocations 


Federal Health Expenditures. The Federal expenditures for 
public health fall under the Federal Security Agency and include 
such services as the prevention of epidemics and their spread; the 
regulation of the propagation and sale of viruses, serums, and 
toxins; the preparation of curative and diagnostic biologies; a 
study of venereal diseases and mental hygiene; maintenance of a 
National Cancer Institute and quarantines; and education on 
matters pertaining to public health ’’ Much of this expenditure for 
health is done through the Department of the Treasury. The 
federal government also co-operated with state and municipal 
health authorities in the prevention of the spread of contagious 
and infectious diseases in interstate traffic by establishing an 
interstate quarantine service. 

One of the greatest perils to public health at present is venereal 
disease. The federal government has seen fit to establish a Divi- 
sion of Venereal Disease in the Department of Public Health Serv- 
ice and also a Division of Mental Hygiene. Under the provisions 
of the National Cancer Institute Act, the federal government 
has been allocating some four hundred thousand dollars annually 
among research centers, chiefly schools of medicine, for the control 
and the discovery of a cure for cancer. Since the close of World 
War II, the federal government has been making available radio- 
active isotopes, from the laboratories at Oak Ridge, Tennessee, to 
hospitals and schools ot medicine for treatment and research 
Some of this material has been sent as far away as Europe and 
Australia. 

'See The federal budget for 1949, page 185 to 211. 
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The expansion of the federal health program through the in- 
crease of co-operative work with the states, under the administra- 
tion of Title VI of the Social Security Act, has resulted in a wider 
range of activities in all divisions of the Public Health Service 
Under Section 601 of Title VI of this Act of August 14, 1935, an 
appropriation of $8,000,000 was authorized for each fiscal year, 
beginning with 1936, to assist states, territories, counties, health 
districts, and other political subdivisions in providing more ade- 
quate public health services. For the fiscal year of 1937, there was 
added $881,869.21 to the above allocation, making a total of 
$8,881,859.21 available for distribution.® The major purposes for 
which the states budgeted the allotments during the fiscal year 
1937 are shown in the table on page 57.® It will be noticed that 
Local Health Service was accepted by about all the states, and 
absorbed over 41 per cent of the total allocation. While Training 
of Public Health Workers received a little less than 16 per cent, it 
covered a wider area, including non-contiguous territory. 

The results of this stimulus to public health work by such 
social secunty legislation are very promising. Of 3,069 counties in 
the United States, 946 have full-time health service, which rep- 
resents an increase of more than 50 per cent over January 1, 1935 
State and local annual appropriations for this work are now 
$7,500,000 more than they were in the fiscal year 1935. 

In order to carry out the provisions of Section 603 of the Social 
Security Act, a federal appropriation of $1,320,000 was made to 
the Public Health Service for the fiscal year 1937 for investigation 
of disease and problems of sanitation. The co-operative work of 
the Division of Venereal Diseases with state and local health de- 
partments was expanded under the provisions of the Social Se- 
curity Act. An aroused public interest in the great prevalence and 
the serious consequences of syphilis and gonorrhea and the growing 
eagerness for full information and free discussion of these subjects 
are encouraging signs of progress in the control of these diseases. 
The co-operation of the press and radio in lending their facilities 
for the dissemination of clear and precise information on these 
topics has been of inestimable value. This change of attitude on 

*For the amount allotted to each state, District of Columbia, Alaska, and 
Hawau for the fiscal year 1987 out of funds appropriated under the provisions 
of Section 601 of the Social Security Act, see the Annual Report of the Secretary 
of the Treasury . . for Fiscal Year Ended June SO, 19S7, p. Wk- 

•Data from the Annual Report of the Secretary of the Treasury . . for Fiscal 
Year Ended June 30, 1937. 



Ch. 3] 


For Social and Economic Activities 


57 


STATE DISTRIBUTION OP FEDERAL ALLOTMENTS 
FOR HEALTH (1937) 



No. OF 
States 

Amount 

Per cent 

Local Health Service 
Training of public health 

46 

$3,603,478 35 

41 06 

workers 

51* 

1,395,208 83 

15 90 

Venereal disease control 
Promotion and supervision 

34 

868,969 10 

7 83 

of local health service 

Other central administrative 

35 

529,277 14 

6 03 

services 

45 

384,830 39 

4 38 

Sanitary engineering 
Prevention of communicable 

42 

367,019 95 

4 18 

diseases 

32 

356,616 03 

4 06 

Laboratory services 

34 

328,155 59 

3 74 

Industrial hygiene 

19 

286,071.40 

3 26 

Tuberculosis control 

17 

211,260 02 

2 41 

Vital statistics 

24 

111,400 30 

1 27 

Public health nursing 

16 

100,236 43 

1 14 

All other purposes 

— 

416,347 22 

4 74 

Total 


$8,958,870 75 

100 00 


* Including the District of Columbia, Alaska and Hawaii. 


the part of the public is reflected in the widespread approval and 
support of the venereal disease control program by official and un- 
official agencies and by lay groups throughout the nation. It is to 
be expected that the federal government will increase the ex- 
penditures for public health in the future. 

The Social Security Act (approved August 14, 1935, and 
amended August 10, 1939) should be regarded, in part at least, as 
a health measure. This act was primarily enacted to establish a 
system of federal old-age benefits, and to provide grants-in-aid 
to the several states to enable them to make more adequate pro- 
vision for aged and blind persons, dependent and crippled children, 
maternal and child welf^e, public health, and the administration 
of their unemployment compensation laws. The amounts appro- 
priated to June 30, 1937, under the various provisions of the Social 
Security Act are shown in the following table.“ 


“Ibid., p. 74. 
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U. S. GOVERNMENT APPROPRIATIONS UNDER SOCIAL 
SECURITY ACT 

(1936-37) 


Appropriations 

AlPPROPRIATLD 

ro 

JuNh 30, 1936 

4ppropriatld 
DURING Fiscal 
Ylar 1937 

Toial Appro- 
priations TO 
Junk 30, 19.37 

I For grants to states 

A Under Social Security Boaid 

1 For old-age ashistance 

2 For uneinplovment compensation 

adinmistiation 

3» For aid to dependent chjldien 

4 For aid to the blind 

1i;i09,()60,000 

31,2)0,000 

40.000. 000 

10.000. 000 

11,1.50,000,000 

19.000. 000 

54.000. 000 1 

10.000. 000 

.$259,660 000 

.50,2.50,000 

94,600,000 

20,000,000 

Total 

190,910,000 

233,600,000 

424„51 0,000 

B Under Depaitment of Laboi 

1 For maternal and child health service 

2 For services for crippled childien 

3 For child welfare seri ices 

4.400.000 

3.337.000 

1.825.000 

3.700.000 

2.800.000 
1,47.5,000 

8,100,000 

6.137.000 

3.300.000 

Total 

9,562,000 

7,975,000 

17,537,000 

C Undei Ticasuiy Depaitment 

1 For public health work 

1 1 , 333,000 

8.000,000 

19,333,000 

D Untlci Intel lor Department. 




1 Foi \o(atioiul I ehabihtation of poi- 
sons disabled in indu.sti v 

2,2bl,000 


2,261,000 

Total giants to states 

214,066,000 

249,575,000 

163,641,000 

II Appiopiiations foi other puipohes 

A. Undei Treasury Depaitment 

1 For disease and sanitation in%e&tiga- 

tion by Public Health Seivice 

2 For old-age reseive account 

1,095,000 

205.000,000 

1 ,600,000 
500,000,000 

3,295,000 

7()5,000,000 

Total foi othei purposes 

206.()9r),000 

,501,600,000 

768.295,000 

GRAND TOTAL 

HSO, 70 1,000 

i7.5r,r7,5™boo" 

.$1 ,231 ,936,000 


Expenditures for National Defense. Except for the first few 
years of our national existence, the annual expenditures for the 
War and Navy Departments have shown a tendency to increase 
substantially The following table presents certain data on ex- 
penditures for the Army and Navy from 1899 to 1939, and the 
percentages of their totals to the gross federal outlay for all 
ordinary governmental purposes 

The analysis of this table, at least in part, may best be shown 
by the graph on page 60.^* The graph does not tell a complete 

“These data, except for 1937, 1938, and 1939, were appropriated from the 
Annual Report of the Secretary of the Treasury . for the Fiscal Year Ended 
June SO, 19SS, p. 362 The data for 1937, 1938, and 1939 were taken from 
The Budget of the U S Government for the Fiscal Year Ended 1939, p.xxi. 

“The percentages of expenditures for Army and Navy to the total ordinary 
outlay for all purposes of the federal government were practically constant 
from 1899 to 1917, hence this part of the curve was made on a fivs-year basis 
during this period for comparison. The curve since 1917 was plotted on an 
annual basis because it is this period that is under consideration in this study. 
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FEDERAL EXPENDITURES FOR ARMY AND NAVY 


(1899-1945) 


Year 

War Department 

N KYY Department 

Total expenditures 
FOR ordinary gov- 
ernment PURPOSES 

Per cent op 
total for War 
AND Navy 
Departments 


(thousands of dollars) 


1899 

$ 229,841 

$ 63,942 

% 605,072 

48 6 

1904 

165,200 

102,956 

583,660 

45 9 

1909 

192,487 

115,546 

693,744 

44 4 

1913 

202,129 

133,262 

724,512 

46 3 

1914 

208,350 

139,683 

735,081 

47 4 

1915 

202,160 

141,836 

760,587 

45 2 

1916 

183,176 

153.854 

734,056 

45 9 

1917 

377,941 

239,633 

1,977,682 

31 2 

1918 

4,869,955 

1,278,840 

12,696,702 

48 4 

1919 

9,009,076 

2,002,311 

18,514,880 

59 5 

1920 

1,621,953 

736,021 

6,403,343 

36 9 

1921 

1,118,076 

650,374 

5,115,928 

34 6 

1922 

457,756 

476,775 

3,372,608 

27 7 

1923 

397,051 

333,201 

3,294,628 

22 1 

1924 

357,017 

332,249 

3,048,678 

22 6 

1925 

370,981 

346,142 

3,063,105 

23 4 

1926 

364,090 

312,743 

3,097,612 

21 9 

1927 

369,114 

318,909 

2,974,030 

23 1 

1928 

400,990 

331,335 

3,103,265 

23 6 

1929 

425,947 

364,562 

3,298,859 

23 9 

1930 

464,854 

374,166 

3,440,269 

24 4 

1931 

478,419 

354,071 

3,651,516 

22 8 

1932 

477,450 

357,618 

4,741,015 

17 6 

1933 

449,395 

349,562 

4,681.349 

17 1 

1934 

408,895 

297,029 

6,745,186 

10 5 

1935 

489,155 

436,448 

6,802,267 

13 6 

1936 

618,919 

529,032 

8,476,558 

13 5 

1937 

628,104 

556,674 

8,177,409 

14 4 

1938 

644,264 

596,130 

7,238,822 

17 1 

1939 

695,256 

672,722 

8,707,092 

15 7 

1940 

907,160 

891,485 

8,998,190 

19 9 

1941 

3,983,943 

2,313,058 

12,710,630 

49 5 

1942 

14,325,508 

8,579,589 

32,396,585 

70 7 

1943 

42,525,563 

20,888,349 

78,178,885 

81 1 

1944 

49,438,330 

26,537,634 

93,743,515 

81 0 

1945 

50,490,102 

30,047,152 

100,404,595 

80 2 


story, however. The first impression from its conformation may 
be that after 1919 the United States actually spent less for nation- 
al defense, when in fact, omitting a consideration of the war 
years of 1918 and 1919, the total number of dollars going for this 
purpose has tended to increase. The graph shows the various per- 
centages of the total expenditure for ordinary governmental pur- 
poses that have been absorbed since 1899 for national defense. 

After the war with Spam in 1898, the United States Govern- 
ment became a world military power and, of course, spent con- 
siderable sums of money each year to improve the Army and Navy, 
which accounts for the high percentage of outlay at that time. 
During World War I, the immediate expenditures for national 
defense absorbed on the average 50 per cent of the total annual 
outlays for ordinary governmental purposes. Immediately follow- 
ing the first World War these percentages fell, not because the 
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RATIO OF TOTAL ARMY AND NAVY EXPENDITURES 
TOTAL GOVERNMENT ORDINARY EXPENDITURES 



1899 1905 1913 1917 1919 1925 1930 1935 1940 1933 1945 

total outlays decreased, but because of certain credits to this fund 
mainly due on account of deductions from basic compensa- 
tion of employees and service-credit payments, interest on invest- 
ments, and provisions for a Retirement and Disability Fund.'® 

Trust Fund Accounts. The federal government has under its 
jurisdiction many trust fund accounts, such as those for foreign 
service. Canal Zone, Alaska railroad, District of Columbia 
teachers’ retirement, to mention only a few. Many of these trust 
funds were created by special appropriations of Congress; some 
by bequests of individuals; others by the beneficiaries themselves. 
Little would be gained by even a brief presentation of each; how- 
ever, the unemplo3rment trust fund is of sufficient importance to 
warrant its brief consideration. 

“See the Annual Report of the Secretary of the Treasury . . . for Fiscal Year 
Ended June SO, 1937, p. 86, for a complete statement showing the status of the 
Retirement and Disability Fund. 
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The unemployment trust fund was established under Section 
904(a) of the Social Security Act. The Secretary of the Treasury 
IS authorized to receive these funds and to invest such portions 
as, in his judgment, will not be required to meet current needs. 
These investments may be made only in interest-bearing obliga- 
tions of the United States or in securities guaranteed both as to 
principal and interest by the federal government. The Social 
Security Act of 1935 provided three methods for making these 
investments: (1) purchase of original issues at par, (2) purchase 
of outstanding obligations at the market price, and (3) issuance at 
par of special public debt obligations exclusively to the fund. 

The Social Security Act provided that the fund shall be in- 
vested as a single account, and that the Secretary of the Treasury 
shall keep separate all moneys due each state agency. The total 
credits to the fund during the fiscal year of 1937 amounted to 
$295,653,140 08, of which $292,915,958.16 was received from state 
agencies and $2,737,181.92 represented interest on investments. 
During the fiscal year of 1937, payments were made to state 
agencies on their requisition to the amount of $1,000,000. During 
this same year, investments were made in Treasury Certificates 
in the total amount of $596,389,000.^‘ 

State and Local Expenditures. The expenditures of state and 
local governments will be considered and analyzed under two 
main headings: (1) Governmental-Cost Payments, and (2) Public 
Indebtedness. The governmental-cost payments of state govern- 
ments and of the political subdivisions include the outlays for ex- 
ecutive, legislative, and judiciary departments; protection to 
person and property; health and sanitation; highways; charities, 
hospitals, and 'correction; schools; libraries; recreation; public- 
service enterprises; and interest charges. They also cover such 
other costs as for services employed; properties constructed, pur- 
chased, or rented; public improvements; materials utilized; and 
interest on borrowed money. The costs that pertain to public in- 
debtedness include general bonds; special assessment loans; tem- 
porary loans; warrants, orders, and audits; and other debt obliga- 
tions. 

Analysis of Aggregate Expenditures. It is extremely difficult to 
obtain reliable comparative data on state expenditures prior to 


'<Ibid., p. 94. 
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1902. The table on this page shows these aggregate expenditures^ 
for various years since that date 


TOTAL AND PER CAPITA STATE EXPENDITURES, 1902-46 
Not including capital outlay 

(Totals in thousands of dollars; per capita expenditures in dollars 



1902 

1915 

1928 

193? 

1 

194f 

1 

Type op 
Expenditure 

Total 

Per 

Cap 

Total 

Per 

Cap 

Total 

Per 

Cap 

Total 

Per 

Cap 

Total 

Per 

Cap 

General Govern- 
ment 

$ 25,897 

0 32 

!f 44,508 

0 45 

$ 97,653 

0 82 

$154,008 

1 20 

$ 199,363 

I 52 

Protection to Per- 
sons & Property 

6,804 

0 08 

26,293 

0 27 

70,138 

0 60 

123,412 

0 96 

144,494 

1 10 

Development <& 
Conservation of 
National Re- 
sources 

3 240 

0 04 

16,558 

0 17 

66,111 

0 55 

89,099 

0 70 

166,995 

1 27 

Health & Sanita- 
tion 

5,327 

0 07 

9,453 

0 10 

29,475 

0 24 

45,071 

0 36 

104,052 

0 79 

Highways 

4,680 

0 06 

22,797 

0 23 

204,481 

1 72 

166,106 

3 62 

701,023 

5 29 

Chanties, Hospi- 
tals, Correction 
Education 

Schools 

52,615 

0 65 

1 

89,189 

0 91 

201,831 

1 70 

1,059,730 

8 23 

1,480,314 

11 19 

16,030 

0 20 

1 15,832 

1 48 

480,849 

4 05 

889,484 

6 91 

1,289,648 

9 85 

Libraries 

Recreation 

1,563 

0 02 

1,331 

875 

0 01 

0 01 

2,199 

4,002 

0 02 

0 03 

2,492 

8,279 

0 02 

0 06 

3,408 

10,963 

0 03 

0 08 

Miscellaneou's 

9,469 

0 12 

22,214 

0 22 

51,741 

0 44 

341,637 

2 66 

569,676 

4 36 

TOTAL* 

$ 125,552 

1 55 

$ 379,030 

3 85 

$1,208,286 

10 18 ’ 

$3,182,159 

24 66 

$4,662,431 

35 49 


*TOTALS, in some cases, include a few other items which are unimportant 
for purposes of the present discussion 


In the analysis of these data of expenditures, several matters 
should be kept in mind. In the first place, expenditures of states 
and municipalities carry an, entirely different meaning in the 
United States than in most other countries because of the degree 
of autonomy possessed by each of these local units. Also, the 
classification that has been adopted has not always been uniform, 
making it difficult at times to draw comparisons. These classifica- 
tions have usually been made along functional lines, which may 
vary somewhat among the various spending units. These condi- 
tions tend to exaggerate the tqtal outlay. 

Turning to the table above, which shows the total and per 
capita state expenditures, it should be noted that the total outlay 
between 1902 and 1946 has increased about 2,000 per cent. Every 
item in the classification shows a steady but substantial increase. 
During this thirty-year period, expenditures for general govern- 
“These data were taken from: 

Census Bureau Report on Wealthy Debt and Taxation, 1902 
The Financial Statistics of States, U. S. Department of Commerce, Bureau 
of the Census (Washington, D. C.* TJ. S. Government Printing Office) 
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ment, although substantial, showed the least increase, being a 
little less than 700 per cent. On the other hand, during the same 
period, outlays for highways and education rose about 8,000 per 
cent. During this thirty-year period, the combined expenditures 
of all states for protections to persons and property increased 2,300 
per cent; for development and conservation of natural resources, 
more than 5,400 per cent; for health and sanitation, over 1900 per 
cent; and for charities, hospitals, and correction, over 2,700 per 
cent. The per capita expenditures also rose; this fact shows that 
state outlays increased much faster than population. 

State Indebtedness. The table on this page sets forth the changes 
in the debt obligations of states between 1915 and 1931.^® The 
total amount of state indebtedness in 1931 represents almost a 
500 per cent increase over that of 1915. During this same period of 
sixteen years, the debt that had been incurred for general govern- 
ment properties shows an increase of only about 180 per cent, 
while for highways, it is 700 per cent; for charities, hospitals, and 
correction, 500 per cent; for universities, 2,300 per cent; and for 
public service institutions of all kinds, the increase is over 1,000 
per cent. 


FUNDED, FLOATING, AND SPECIAL ASSESSMENT 
DEBT OF STATES 


(1915-31) 


PUIIPOSK 

t<U5 

1923 

1924 

1928 

1931 

General ( lovornnient Properties 
Armories 

Agriculture 

Tuberculosis 

Highways 

Chanties, HosinUls, & ( orrei tion 
llmversitK's 

Agri Colleges 

Parks and Eeaervations 

Aids to Holdiers 

War Loans 

Public Services 

1$ 16, 74b, 690 

5,118,000 
170,650 

875.500 
206,980,342 

16,059,214 

1,814,397 

316.500 
6,734,437 

436.500 
1,240,700 

28,587,059 

$ 12,723,523 

4,895,300 
2,190,740 
2,010,700 
614,210,472 
18,945,382 
6,339,495 
1,854,530 
16,587,762 
153,334,100 
8,233,788 
92,757,500 

$ 13,465,825 

4.482.500 
2,613,740 

1.579.500 
704,406,845 

22,461,248 

9,122,013 

3,021.600 

16,321,256 

284,127,600 

7,487,788 

140,318,722 

$ 29,750,395 

, 4,217,100 

25,184,322 
1,568.140 
1,088,636,770 
31,964,078 
12,227,950 
2,174,500 
31,586,500 
254,684,000 
5,762,488 
290,505,702 

$ 42,662,657 

4,001.777 
4,122,760 
848,432 
1,425,615,870 
81,908,682 
24,118,938 
4,615,027 
28,414,145 
225,498,260 
6,647,400 
294,869,742 

Total* 

$ 512,192,146 

$1,210,466,147 

$1,494,409,881 

$2,061,107,499 

$2,534,296,555 


These totals represent the actual expenditures for the respectiw years and are not the sums of the various 
columns, because many unimportant items have been purposely omitted 


-Source of data. ibid.Jor 1915, table 25 pp 120 - 121 for 1923, table 21 
pp. 132, 134; for 1924, table 21, pp. 130, 132, for 1928, table 19, pp. 114, 
for 1931, table 19, pp. 110, 112. 
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In general, it may be said that this indebtedness represents the 
increasing deficit of the states, which could not be met by a rapid 
increase in taxation. It can readily be seen that this money was 
largely spent for social purposes — such as highway construction; 
better educational, charity, hospital, and correctional institutions; 
water and transportation facilities — and not for the ordinary 
purposes of government. These two tables on state expenditures 
and state debts exhibit, first, the constant and steady increase in 
both conditions, and, second, the importance that public bor- 
rowing now occupies in all forms of government finance. It is not 
too much to say that the modern state could not long continue if 
its credit facilities were suddenly impaired. 

Analysis of City Expenditures. The table given below shows at 
a glance the great outlay made by cities of 25,000 and over.” Be- 
tween 1904 and 1945, their total expenditures increased about 
550 per cent, and the per capita outlay rose from $13.77 in 1904 
to $36.68 in 1942. Again, the expenditures for general govern- 
ment do not show as great an increase — about 480 percent — as 
do those for some of the other services. 

TOTAL AND PER CAPITA CITY EXPENDITURES, 1904-45 
Not including capital outlay 


(Totals in thousands of dollars; per capita expenditures in dollars) 



1904 

1919 

1931 

1942 

1945 


Type op 

Total 

Per 

Total 

Per 

Total 

Per 

Total 

Per 

Total 

Per 

Expenditure 


Cap 


Cap 


Cap 


Cap 


Cap. 

General Govern- 
ment 

Protection to Per- 

$ 29,070 

1 35 

$ 76,977 

2 22 

$ 183,170 

3 79 

$ 158,287 

3 03 

$ 170,756 


sons & Property 
Health, Conserva- 

78,444 

3 64 

168,060 

4 56 

421,054 

8 72 

463,837 

8 70 

i 485,230 


tion k Sanitation 

28,231 

1 31 

81,498 

2 35 

202,600 

4 19 

172,126 

3 30 

315,812 


Highways 

Chanties, Hospi- 

36,613 

1 69 

72,486 

2 09 

181,312 

3 75 

27,281 

2 68 

154,396 


tals <fe Correction 
Education 

19,116 

0 89 

i 

55,086 

1 59 

201,966 

4 18 

387,231 

7 41 

366,474 


Schools 

86,842 

4 03 

238,906 

6 89 

809,913 

16 78 

461,082 

8 83 

546,763 


Libraries 

4,186 

0 19 

9,842 

0 28 

29,661 

0 61 

26,993 

0 62 

32,211 


Becreation 

8,478 

0 39 

25,971 

0 76 

78,892 

1 63 

70,288 

1 35 

82,667 


Miscellaneous 

6,030 

0 23 

11,804 

0 34 

121,027 

2 51 

49,640 

0 95 

68,246 


TOTAL* 

$ 296,924 

13 77 

$ 753,878 

21 76 

$2,229,491 

46 18 

$1,914,243 

36 68 

$1,966,468 



•TOTALS include other items which are unimportant for purposes of the present discussion. 


^^Data taken from The Financial Statistics of Cities, U.S. Department of 
Commerce, Bureau of the Census (Washington, D C : Government Printing 
Office). Through 1931, the population base was 30,000 and over; the base for 
1942 and 1945 was 25,000 and over. 
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The expenditures during this same period for protection to 
persons and property increased over 500 per cent; for health, con- 
servation, and sanitation, over 1,000 per cent; for highways, about 
300 per cent; for charities, hospitals, and correction, slightly over 
1,800 per cent; for education, about 760 per cent; and for recrea- 
tion, about 900 per cent. These expenditure increases greatly ex- 
ceeded the change in population, and in many instances they per- 
haps rose faster than the accumulation of wealth of the cities. 
Again it is to be noted that the great increases were in the expendi- 
tures for distinctly social services, such as education, charities, 
hospitalization, correction, and health. The capital equipment for 
these latter purposes has been accumulating with great rapidity 
during the past few years, which accounts to a very large extent 
for these expenditure increases. 

The data on the funded, floating, and special assessment debt of 
cities of 30,000 and over convey a vivid picture of problems that 
are peculiar to local government.^ While the debt accumulation 
for general government properties is substantial, yet it does not 
show as great an increase as many other services. In the public 
service enterprise, the debt for electric light and power in- 
creased over 1,000 per cent during the period from 1902 to 1931, 
and for water supply it rose about 335 per cent. 

Cities have recently been expanding their park and playground 
facilities and, during the period from 1902 to 1931, the total debt 
accumulation for these purposes rose almost 350 per cent. During 
the same period, this group of cities increased their indebtedness 
over 760 per cent for sewers and sewage disposal plants; for high- 
ways, 588 per cent; and for schools, over 1,200 per cent. Of the 
total indebtedness of cities of this class for all purposes during the 
period between 1902 and 1931, there is an absolute increase of 
about 472 per cent. Again the chief cause of these increases of city 
indebtedness is to supply greater social needs to the community, 
thereby improving the general welfare and living standards of the 
people. 

Summary. In this and the preceding chapter, an attempt has 
been made to set forth an explanation of the fact that public ex- 
penditures have tended to increase during the past several cen- 

, for 1902, table 83, p 446; for 1915, table 29, p 302; for 1919, tabk 
27, p. 302, for 1925, table 21, pp 422, 430, for 1929, table 21, pp. 434, 442; 
for 1931, table 19, pp. 430, 440 
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tunes. This is not only true of all types and levels of governments, 
but it also exists among those that have not engaged m wars or 
maintained large armies and navies. War seems, however, to be 
the principal cause of the increase of public expenditures in the 
past, although at present the outlays for social purposes seem to 
be holding a close second. The actual costs for the original func- 
tions of government, such as the legislative, executive, and ju- 
diciary, are insignificant as compared with the amount spent for 
the protective and social services. At present, all types of govern- 
ments have greatly expanded the number of functions they per- 
form and this accounts, at least in part, for the increases in public 
expenditures. 


TEXT QUESTIONS 

1. Before the federal government stepped in, who supplied relief 
for the needy? 

2. What was the purpose of the item General Public Works in the 
Federal budgets of 1930 and 1931? 

3. What are the two outstanding facts brought out by the table on 
Recovery and Relief and Public Works Program? 

4. What was the purpose of the amendments in 1933 and 1935 to 
the Federal Farm Loan Act of 1916*^ 

5. What were the aims of the Federal Emergency Administration 
of Public Works? 

6. In what way did the federal government give aid to home- 
owners? 

7. In what two ways has the federal government used public 
works? 

8. What are some of the results of the TVA? 

9. What types of schools received the greatest allocations by the 
NYA in 1936-37? 

10. Which federal agency provides for public health expenditures? 

11. What are some of the public health functions performed by the 
federal government? 

12. How did the Social Security Act affect the Public Health Service? 

13. Why did the percentage of federal expenditures for the Army and 
Navy fall after World War I? 

14. What types of investments may be made with the unemployment 
trust fund? 

15. Which costs of State and local governments pertain to public 
indebtedness? 
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16. What conditions tend to exaggerate the total outlay of state and 
local governments? 

17. Between 1902 and 1946 which state and local expenditure showed 
the least increase; which the most? 

18 What do the two tables on state expenditures and state debts 
exhibit? 

19 What IS the chief cause of the increase of city indebtedness? 


APPLICATION PROBLEMS 

1. Can you show how and to what entent federal aids to agriculture 
depend upon the total income to the farmer; upon general price 
level; upon prices of agricultural products? 

2 What can be said for and against federal aid to education at the 
present time? Why are such proposals so vigorously opposed 
by certain groups? Is it reasonable to contend that education is 
purely a local matter for the states and local units to finance*? 


RESEARCH TOPICS 

1 Organize a report to be made before the class on the parity pro- 
gram which the federal government has used in giving aid to 
agriculture. How is this aid distributed, and how are the funds 
raised? Have there been any constitutional questions raised in 
regard to this type of aid? 

2. Consult the last three federal budgets and analyze the federal 
expenditures for relief, health and educational purposes. Do 
these expenditures correlate in any way with the cyclical changes 
in industry as indicated by the BLS Wholesale Index Number 
of general prices? 

3. Consult the latest report of the Secretary of the Treasury and 
present to the class an analysis of several trust accounts which 
the federal government keeps. How are the federal trust accounts 
accumulated, and how are the funds invested and otherwise kept*? 

4. What is the health program of your state and local governments? 
What are the expenditures for these purposes*? How were the 
funds raised? To what extent, if any, has the federal government 
aided in these expenditures*? 
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CHAPTER 4 


PUBLIC EXPENDITURES: 

THEIR PRINCIPLES AND THEORY 

A study of public expenditures must necessanly start with the 
theory of the state and of its needs. As soon as the state came 
into existence, providing for its functions became a matter of great 
importance, hence, the political organization of a community and 
the fiscal provisions for its functions and activities seem to have 
developed at about the same time. It was early perceived that 
certain social and political and economic wants could best be 
supplied collectively. It was upon this basis that the individual 
members of the community could be induced to contnbute to 
common purposes The individual therefore ceased to provide his 
own means of protecting his life and property, his own school and 
road systems and, in some cases, his own places of worship; in- 
stead, he joined with others in a common effort to supply these 
general needs collectively. It is upon this basis that taxation and 
public expenditures may be explained and justified. 

As social and economic conditions became more complex, the 
group extended its cPmmon activities by providing eleemosynary 
and penal institutions, by organizing public utility corporations, 
by extending the arm of government to make common cause 
against monopolies and trusts, the evils of unemployment, social 
insecurity and maladjustments, and even to aid in effecting a more 
equitable distnbution of wealth through the processes of taxation 
and government spending. As time passed, the interests of indi- 
viduals of a community tended to become more complex and 
interdependent, both politically, economically, and socially, which 
caused great increase in the burdens of government. The minimum 
services of government have, therefore, been an ever-changing and 
increasing concept as new social and economic institutions de- 
veloped. 

General Theory of Public Expenditures. A theory of public 
expenditures cannot be separated from the fundamental social and 
political views, and aims and ideals of the community. As was 
stated in a previous chapter, if the general public attitude is indi- 
vidualistic, the services and costs of government will tend to be 
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held to a minimum. The people, under such social organization, 
will prefer to supply their own individual needs instead of relying 
on outside agencies. If, on the other hand, the people of the com- 
munity are socialistic in their attitude, they will be continually 
extending their government into new and more intensive fields of 
social service. They will prefer to supply many of their needs col- 
lectively. Under such circumstances, public expenditures and 
taxation may and usually do rise to a very high level, perhaps 
consuming a very considerable percentage of the national income. 
This has been true of the social concept and development of govern- 
ment in the past. 

The early king or tribal chieftain, by virtue of his regal posi- 
tion, was the owner of everything within his domain. The early 
kings of England owned not only the land in fee simple, but the 
people themselves and all their possessions. At that time, the right 
of private property did not exist for the benefit of the governed. 
Any expenditure the ruler wished to make was not to be questioned 
by the people; it was their duty to supply the revenue, and his 
right to do the spending without public accounting. He was 
therefore justified, under such theory of ownership, in seizing 
any property from his subjects he might want for his own benefit. 
A theory of taxation and of equity of the burden could not develop 
under such system. 

But great and fundamental economic changes were in the 
making. The appearance of the institution of private property, 
through the protecting arm of the state, together with quantity 
production by means of capital, brought great wealth. The de- 
velopment of markets and of systems of money and of credit 
facilitated the exchange of goods and services. It was finally recog- 
nized that private ownership and possession of the instruments of 
production and of the products of industry, under some form of 
capitalistic system operated in a competitive market subject to 
state regulation, furnished the most efficient means of wealth 
creation. Under such an economy, the people were able to con- 
tribute more extensively to the support of their government. 

With the appearance of the institution of private property came 
great political changes. The mantle of government slowly and 
finally came to rest upon the shoulders of the people. A new con- 
cept of public spending and taxation developed. The services of 
government had settled in an intermediate position between the 
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extremes of socialism and individualism. Under this new social 
and economic condition, public expenditures were then made for 
the benefit of the entire body of the people, not just for the sup- 
port of the few. The institution of public credit appeared as a 
handmaiden to supplement the income of the state. A system of 
taxation and public borrowing, in the modem sense of the term 
as distinguished from the old method of exactions, developed. 
Constitutionalism introduced the policy of government by laws 
and not by men. In theory, if not in fact, the opportimity for 
wealth acquisition became open to all. 

The modem state constitution has grown even more inclusive 
and extensive in its functions. The Weimar Constitution of re- 
publican Germany in 1919, after World War I, provided for land 
rentals and the development of trade and natural resources — 
many of which functions were later extended and continued under 
the Hitlerian totalitarianism. The Fascist Corporative State 
founded in 1922 incorporated every important industry of Italy 
and drafted a very extensive code for the regulation of labor. The 
Soviet Constitution of 1936 provided for a socialist state for the 
complete ownership and control of production; a condition which 
was later greatly modified. The Chinese Constitution, which 
went into effect on December 25, 1947, included provisions 
in regard to land ownership, development of natural resources, 
government control of production and limitation of monopoly. 
Thus, thrusting the institution of the modem state into the fore- 
front has enormously expanded the state's funcfon and expendi- 
tures and the burdens upon every source of income. 

Other social developments have greatly added to the burden 
of government and to its expenditures. The fact that wealth is 
unequally distributed has raised the problem of social justice, and 
all sorts of new political ideals and nostrums have been proposed 
to correct this evil. It has been suggested that social justice ca,n 
be had only through some form of collectivistic or communistic 
society in which the government owns all the means and products 
of production, makes all expenditures, provides for all the wants 
of the consumer, and otherwise regulates all the activities of the 
individual. Under such a political organization, it is contended 
that if the state did not take all the net income from production 
directly, it would at least finally come into possession of it by 
means of taxation. The workers would then be paid either in con- 
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sumers’ products or wages, depending upon the type of political 
organization adopted. 

Maldistribution of wealth is largely responsible for certain 
socialistic tendencies of the modern state, and has tended to pave 
the way for many of the totalitarian and corporative states and 
political dictatorships. Under such socialistic systems, govern- 
ment IS expected to supply all services and needs of the people. 
In the last few years, governments of the world have entered upon 
such broad fields of industrial and social control that practically 
every sort of human endeavor now comes under the general class, 
“affected with public interest.” The trend and kind of public 
expenditures and forms of revenue have thereby undergone great 
changes because of these political and social developments. 

Capacity to Spend. The ability of the individual and of the 
private corporation to spend is limited by their current income and 
their capacity to borrow At least in the end, the total expenditures 
must be brought within the total income, or bankruptcy results. 
But government does not operate under a similar financial policy. 
In general, the government needs a certain amount of money or 
purchasing power to supply its needs, and it proceeds to formulate 
taxation and borrowing programs to produce this income. In other 
words, the modern government spends today and then arranges a 
program of income later to meet its fiscal needs. As will be dis- 
cussed subsequently, a budget is a predetermined list of expendi- 
tures, based upon the immediate declared needs of the state, upon 
which a tax and borrowing program is formulated to supply the 
necessary income Governments, too, must operate sooner or 
later under balanced budgets by equating expenditures and in- 
come; but they can hardly be said to face bankruptcy; rather, the 
way out of such fiscal dilemma for a government is inflation by 
the issue of irredeemable legal tender paper money. 

A government cannot, of course, spend without limit; but, 
because of its sovereign power, it is in a position to draw upon all 
the resources of the people, both actual and potential, present and 
future. Nor is it possible or advisable for a government always to 
pay as it goes, out of funds derived from taxation, even though 
the current national income is sufficient to permit such pay-as- 
you-go fiscal policy The policy adopted ultimately by the federal 
government dunng World War II was to raise about half of its 
income by taxation and the balance by borrowing. That policy 
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was finally adopted mainly for two reasons: first, to soak up part 
of the spending power in the hands of the consumer thus effecting 
some control over further inflation; and, second, to release as 
much capital for production purposes as possible 

Many tax economists have attempted to determine m advance 
the theoretical and actual ability of a government to spend, based, 
of course, pnncipally upon the taxable and lending capacity of the 
people. But many of their contentions are either downnght fal- 
lacious or only partly true. 

In the first place, the capacity of a government to spend or to 
borrow cannot be fixed at a certain mathematical ratio to wealth 
accumulation, or net national income, or on a per capita basis of 
its citizens Neither can the spending capacity of one nation be 
determined by making compansons with the economic conditions 
of another. Many people in the United States contended be- 
fore 1940 that a second World War was not possible because 
the nations of Europe “did not have the money,” or that they 
were already “bankrupt ” But both of these contentions are 
obviously erroneous because modern war is not financed by money, 
as most people think of the term, but by created purchasing power 
or credit dollars. For example, the federal government was spend- 
ing over $8,000,000,000 a month in the 1944-45 fiscal year largely 
for war purposes. This sum was not gold, or silver, or paper 
money, but credit dollars. To make the point clear, suppose, for 
example, that the federal government, or a state, or a local unit 
were to tax or to borrow a thousand dollars from an individual or 
private corporation In nearly every instance, this amount would 
be paid by drawing a check on a demand deposit m a bank The 
transaction would then be cleared by the bank’s debiting the 
account of the drawer and crediting that of the government. The 
government in turn would pay its bills by check and again the 
entire transaction would be cleared by a debitmg-creditmg pro- 
cedure on the books of the bank or banks At any rate, no funds 
whatever may change hands. 

Any government can, therefore, carry on a war as long as it is 
able to get men and materiel, which it may acquire either by hire 
and purchase out of funds raised by a tax and borrowing program, 
or out of the issue of irredeemable legal tender paper currency, or 
by confiscation without compensation. It is hardly conceivable 
that the Nazi or the Fascist or the Soviet leaders quibbled about 
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the purchase price of any materiel that they needed to prosecute 
the war. 

An English tax economist contended that the taxable capacity 
of a people depended upon the “limit of squeezability,” or “pluck- 
ing the most feathers with a minimum amount of squawking.” 
In the long run, the government's capacity to spend may be 
limited by the extent to which the people may be induced to share 
their income. This may vary among nations as well as individuals. 
In a time of great emergency, people may be induced to submit 
to kinds and amounts of taxation that they might refuse to pay 
under other circumstances. In any policy of public expenditure, 
however, the government should keep in mind its effect on future 
production and consumption, because to impair these two pro- 
cesses would greatly endanger the whole economy. 

The capacity of a government to tax or to borrow may depend 
upon the extent of the concentration of wealth within its territory. 
It seems that the greater the degree of wealth concentration in 
the hands of a few individuals and corporations the greater is the 
tax paying ability. But this is hardly a valid argument for wealth 
concentration. 

The early state resorted to indirect taxes as much as possible, 
but today, since the funds are used for the general benefit and not 
just for the pleasure of the king, the people do not object to the 
direct levy. This change in fiscal policy has greatly increased the 
total public income and also the amount of government ex- 
penditure. 


Cost Basis of Government Operation. The tendency of total 
governmental costs, as has been shown, is to increase both rela- 
tively among the various functions, and absolutely over long 
periods of time. But how does this absolute increase of govern- 
mental cost vary when considered on a unit of population basis? 

The data at the top of page 75 give the total and per capita 
governmental expenditures of cities in the United States for 1945.’ 

There is also an increase in the per capita cost of all activities 
as the city becomes larger. This same trend seems to be true of 

^Data derived from Table I m City Finances, 1945, U. S Department of 
Commerce, Bureau of the Census, Government Printing Office, Washington, 
p. C. (1947) p. 5. Also see Hansen & PerloS, State and Local Finance m the 
National Economy, Norton & Co., (1944), p. 72, who came to the same general 
conclusion, but they do not give their data upon which they base their state- 
ment. 
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EXPENDITURES OF CITIES 


Population Classification 

Total Expenditures 

Average* 
Per Capita 
Expenditures 

Group VI, 25,000 to 50,000 

$ 247,411,000 

$33 61 

Group V, 50,000 to 100,000 

272,084,000 

34 82 

Group IV, 100,000 to 250,000 

330,211,000 

34 92 

Group III, 250,000 to 500,000 

362,692,000 

49 61 

Group II, 500,000 to 1,000,000 

410,695,000 

60 10 

Group I, over 1,000,000 

1,059,106,000 

73 81 

Total 

$2,682,199,000 



*A11 figures in above table are rounded to nearest million. The 
per capita was computed according to the average estimated popula- 
tion for cities in a particular group for the year. 


all types and levels of government. While there are many excep- 
tions, the data seem to warrant the general conclusion that 
government operates under the law of increasing cost. The expla- 
nation of this trend of per capita cost is that the larger the unit of 
government the more complex it becomes. For example, a city 
of 500,000 inhabitants, not only performs more functions than the 
smaller unit, but it also does them more intensively, and, perhaps, 
more efficiently; but the increased efficiency is not enough to 
offset the increase in the unit per capita cost. The problems of 
health, sanitation, policing, and &e hazards, seem to become 
greater as the density of population and the size of the area 

EXPENDITURES OF STATES 

Per capita* 

Year Total Expenditures^ (in dollars) 


1940 

$3,514,189,000 

$26.16 

1941 

5,541,599,000 

40.75 

1942 

5,863,887,000 

42.65 

1943 

5,926,143,000 

42.98 

1944 

5,974,945,000 

42.15 

1945 

6,044,000,000 

45.81 

1946 

6,445,000,000 

49.19 


*Per capita expenditures were computed on basis of absolute 
amounts rounded to nearest thousand, and on the average population 
estimates for the year. 

^These data were obtained from the State Finances for the various years, 
U. S. Department of Commerce, Bureau of Statistics, Government Printing 
Office, Washington, D. C. 
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covered increase. The same seems to be true for all capital ex- 
penditures for roads, buildings, schools and hospitals. 

The tendency for governmental costs to increase seems to 
maintain for the states The preceding table gives the total ex- 
penditures for all the states during the years 1940 to 1946, and 
the per capita expenditures. 

The following table gives the expenditures for all the states 
during the period of 1942 to 1946, by major functions Every 
function shows a substantial increase, except highways and inter- 


GENERAL EXPENDITURE, BY CHARACTER AND MAJOR 
FUNCTION: 1942-1946 


CHARACTER AND MAJOR 


AMOUNT IN MILLIONS 


Per* 

Capita 

1946 

FUNCTION 

1946 

1945 

1944 

1943 

1942 

Total general expenditure 

$6,445 

$6,044 

$5,974 

$5,926 

$5,863 

$49 19 

Provision for debt retirement 
General expenditure less provi- 

188 

223 

220 

372 

305 

1 43 

Sion for debt retirement 

6,258 

5,822 

5,754 

5,553 

5,558 

47 75 

Operation 

2,577 

2,254 

2,102 

1,968 

1,916 

19 66 

General control 

199 

387 

171 

170 

169 

1 52 

Public safety 

144 

131 

181 

134 

123 

1 10 

Highways 

357 

308 

264 

244 

260 

2 73 

Natural resources 

166 

144 

132 

121 

123 

1 27 

Health 

Hospitals and institutions for the 

104 

95 

69 

67 

54 

79 

handicapped 

322 

287 

267 

243 

233 

2 45 

Public welfare 

679 

605 

578 

556 

526 

5 18 

Correction 

91 

82 

78 

74 

71 

69 

Schools ! 

374 

354 

354 

305 

275 

2 86 

Libraries 

3 

3 

3 

2 

3 

03 

Recreation 

11 

9 

8 

8 

8 

08 

Miscellaneous 

126 

48 

49 

54 

70 

96 

Capital outlay 

357 

267 

325 

477 

616 

2 73 

Highways 

i 267 

223 

282 

416 

527 

2 04 

Schools 

33 

33 

14 

15 

19 

26 

Other 

57 

30 

28 

42 

62 

44 

Aid paid to local governments 

2,086 

1,884 

1,850 

1,778 

1,791 

35 92 

Highways 

347 

302 

308 

332 

359 

2 65 

Public welfare 

379 

349 

366 

360 

389 

2 89 

Schools 

915 

846 

839 

801 

770 

6 99 

Other 

444 

387 

336 

286 

273 

3 39 

Interest 

Contributions to trust funds and en- 

70 

80 

87 

99 

110 

53 

terprises 

1,168 

1,336 

1,389 

1,231 

1,126 

8 91 


*BasGd upon estimated population on July 1, 1945, excluding armed forces overseas Per 
capitas are computed on the basis of absolute amounts rounded to the nearest thousand 


*State Finances, 1946, U S Department of Commerce, Bureau of Census, 
Government Printing Office, Washington, D C (1947), p 6. 
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est charges. During this period, highway construction was 
practically discontinued because of the lack of matenals, and 
interest charges were reduced because the states took advantage 
of the period of prosperity to pay their indebtedness Increases 
in the revenue due to unproved economic conditions also made it 
possible for the states to reduce their borrowings. 

Nature of State Economy. Public and private economy may 
be further distinguished, and yet, in many respects, they are very 
much alike. Both must operate on sound business principles, or 
become wasteful and inefficient. In the first place, public economy 
IS compulsory in character. The legal principle that the power to 
tax IS the power to destroy as stated by Marshall in McCulloch v, 
Maryland,^ merely means that the state, in its sovereign right, may 
go to any length m taking the property and income of its people 
for public purposes by processes of taxation. The fact that a tax 
upon an individual or corporation is falling with such weight as to 
drive him or it out of business is no defense against pasnng it. But 
there is a vast difference when the state considers the possible 
effects of a tax and expenditure program on the people en masse 
and on any one individual. The expenditures of the state and 
the objects to which they are directed are determined by the pro- 
ductiveness of pnvate industry, and the facility with which this 
wealth may be secured through taxation and public borrowing. 

The power of a state to levy a tax upon its people is therefore 
an act of sovereignty, and its real limiting factor is economic 
expediency, not political authority. As has been stated, there are 
numerous instances in which the people of a community can sup- 
ply certain of their needs better collectively than individually. A 
school system, for example, which is maintained out of public 
funds, can be made vastly better and more efficient than if each 
individual of the community attempted to provide his children 
with educational facilities The state is therefore justified in 
levying taxes upon its people only when the money taken from 
their pockets can be used better collectively for the common good 
than if it is left in their hands to be spent individually. The dis- 
tinction between spending individually and collectively is obvious, 
and this principle is sometimes known as the doctrine of maximum 
social advantage. It is about the only basis upon which a just and 
equitable system of taxation can be justified. 

'^TWheaton 316 (1819). 
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The very nature of public economy requires that the state seek 
the general welfare of its people only. The money collected 
through taxation and public borrowings must be spent for public 
purposes only, and any other use to which it is put may be success- 
fully enjoined by a proper court action. The term “public pur- 
pose” has been expanded by the courts during the past few years 
to include many new objects of expenditure. What is or is not an 
expenditure for public purpose is a judicial and not a legislative 
question. The ends sought by public expenditure are largely of 
an immaterial nature, such as protection to life and property, 
promotion of progress, education, health and economic secunty, 
although, in recent years, the federal government, state, and local 
units have been making liberal direct contributions to the material 
welfare of those who are destitute by furnishing them with food, 
clothing, and shelter. 

The scope and object of the work of the state are significant 
characteristics of public economy. The state will undertake those 
services that yield both immediate and remote benefits, whereas 
the individual is usually interested only in an early return from 
his efforts. For example, the state, being a corporate entity in 
perpetuity, will make heavy investments in reforestation and in 
land reclamation even though the return is general and is far in 
the future. The profit motive has no place in the activity of the 
state, although under the New Deal the federal government made 
many investments in private industry from which it may receive 
a return in the future. On the other hand, the private concern 
aims at as large a profit as possible. If the individual barely makes 
all financial ends meet at the close of the fiscal year, he is not very 
prosperous. The greater the surplus in private business the more 
successful is the undertaking. On the contrary, the ideal of state 
economy is to establish and maintain as good balance between 
receipts and necessary expenditures as is possible, without regard 
to profit. A government is a service institution and must act 
without regard to profits and losses. A government that has large 
running surpluses is as ill-managed as the one with large annual 
deficits. Since by no possible chance will state income and ex- 
penditures keep in constant balance, a policy of surplus-deficit 
financing is the one preferred. A balance is not expected to be 
struck annually. The present effort is to equate income and ex- 
penditures on a cyclical basis that may be over a period of several 
years rather than annually. 
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Since the state fixes its income according to its needs, the de- 
termination of the rate of taxation becomes important. If these 
two items of state economy are to be managed most efiiciently, a 
highly developed system of budgeting public expenditures and 
income is indispensable. Acting as a sovereign body, the state 
first prepares a list of public needs and expenditures, taking into 
account economic expediency, and then fixes its income to meet 
these financial demands. State expenditures frequently vary quite 
widely, because of the occurrence of emergencies. Meeting these 
new and sudden financial requirements presents many complex 
problems. If expenditure increases may be expected to continue 
for an indefinite period, they should not be met by state borrowing 
because continued borrowing may result in an accumulated deficit 
that involves the state in inflation. 

On the other hand, to advance the tax rate too rapidly or to 
raise or lower it too frequently, would certainly have a demoral- 
izing effect upon general business conditions. There is no act of 
government that is more distressing to business than a vacillating 
policy of taxation. In general, a tax is part of the costs of pro- 
duction, and, until it becomes reasonably stable, the businessman 
is operating under a condition of uncertainty. He cannot de- 
termine the wholesale and consumer prices of his products, nor 
the rate of wages to his labor. It is not here contended that the 
tax rate should never be altered when changes in government ex- 
penditures occur, but it should be done with caution and never 
blindly or capriciously. 

Effect of Great Movements of Human Progress. Human 
progress exerts a tremendous effect upon the volume of govern- 
ment expenditures. In fact, as will be explained further toward 
the close of this chapter, it furnishes some of the most important 
causes of increase in public expenditures. 

The Industrial Revolution, which began about the middle of 
the eighteenth century, imposed heavier burdens on government 
and thus greatly increased its necessary outlays. Trade, commerce, 
and markets were greatly stimulated and had to be protected. 
The increase in the use of machinery and of the application of 
power to production processes was responsible for the develop- 
ment of the factory system and its many problems. The machine, 
especially when operated by power, increased the hazards of life 
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and limb. It became necessary for the state to impose certain 
regulations m regard to safety devices and to create a department 
of factory inspection. Under the simple handicraft system, if the 
worker suffered an injury while on the job, in order to collect 
damages he had to show that it occurred because of the fault of 
his employer. But, with the use of power machinery, the danger 
to the worker of being partially or totally incapacitated from 
accident was greatly increased. If he were the breadwinner, the 
entire family oftentimes became destitute and a charge upon 
charity. 

To meet such social problems, almost every state in the Union 
now has a Workmen’s Compensation Commission of one kind or 
another. In ease of accident, negligence is presumed on the part 
of the employer for not having provided safe working conditions, 
and the injured worker is awarded damages with a minimum of 
delay. The expense to the state of enforcing these workmen’s 
compensation laws is not an inconsiderable sum, but when 
balanced off against the social costs that it largely displaces, the 
amount becomes insignificant. 

Other important social problems that the Industrial Revolu- 
tion introduced relate to factory sanitation and safety regulation 
and to questions pertaining to labor. When hundreds of laborers 
were brought under one roof to work with tools and materials that 
they did not own, problems of health, hygiene, ventilation, and 
wages arose. States began passing factory sanitation laws and 
safety appliance acts. Special commissions were created to visit 
industrial plants to see that these factory acts were observed. 

One of the most important economic problems of today is the 
relation between capital and labor. At present, both the federal 
and state governments have complex systems of labor laws. They 
have developed extensive facilities for handling all kinds of dis- 
putes between employer and employee, notably for the determina- 
tion of wages and hours and conditions of employment. The labor- 
ing classes also have demanded that they and their children be 
given educational advantages that will prepare them to meet 
more successfully the new social conditions. The federal, state, 
and local governments have been expending large sums of money 
on general educational facilities and trade schools that will train 
these people for a variety of vocations. 

The development of the large city has created many problems 
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that demand the attention of the government. Urban transporta- 
tion problems, both in regard to public utilities and the automobile 
traffic, have tested the ingenuity of the municipal experts. Every 
city is spending yearly large sums of money for street widening 
and improvement, and for parking facilities. The congestion in 
the city has made it necessary to provide greater police and fire 
protection for persons and property. Health hazard has been 
partly eliminated by rigid sanitary regulations at public expense. 

Mention should be made of the effect of what may be called 
a ‘ Vave of humanitarianism’’ on public expenditures. Until com- 
paratively recently, the community was willing that the insane 
and feebleminded, the poor, aged, and physically disabled be pro- 
vided with the necessities of life by the members of their families. 
In fact, it was generally regarded as the family's plain duty to 
provide for its own mentally defectives and dependents At 
present, the idea prevails that such burdens should be assumed by 
the federal, state, or local government Millions of dollars of 
public funds are being spent yearly on institutions to provide for 
these unfortunates. In like manner, there has been added the 
state's responsibility of providing for minimum wages, old-age 
pensions, unemployment insurance, and general welfare aids. 

Classification of Public Expenditures. The term classifica- 
tion, as it IS used in connection with public expenditures, generally 
refers to the arrangement of government cost items in such way 
as to reveal their relative and total costs Such classification is 
important for several reasons 

Aside from providing a mass of essential financial data of 
government operation, a classification of expenditures is useful in 
that it IS conducive to clear and accurate thinking with respect to 
the fiscal affairs of the state It also makes for a wiser and more 
efficient handling of state funds, and furnishes an easier method 
of discovering irregularities in public accounts. 

Without a proper classification of public expenditures, the in- 
troduction of a system of government budgeting is practically out 
of the question. The federal government has adopted a uniform 
system of accounting among all its departments. This system is 
being adopted rapidly by state and local units. Out of this 
emphasis upon better government accounting is arising a more 
detailed and useful classification of public revenue and expendi- 
tures. , 



82 


Public Finance 


[Ch. 4 


The amount of money that the state may spend is not un- 
limited. The problems of balancing the activities of the various 
departments of government, and the allocation of funds among 
them according to their needs, often present considerable diffi- 
culty. A good public accounting system, therefore, presumes a 
proper classification of expenditures. The legislature could 
hardly be expected to proceed with an intelligent disbursement of 
public funds without this guide. 

A classification of public expenditures is an orderly arrange- 
ment of the cost items of a government at some particular time. 
The data should be made intelligible to the rank and file of the 
taxpayers and put into their hands for their information. They 
should arouse the public interest in state activities and expendi- 
tures. As a rule, government reports on expenditures and revenues 
generally fall far short of this ideal and are regarded by the citizen 
taxpayer as something that is useful only to the state official, 
although at present this condition is taking a definite turn for the 
better. The average citizen today is becoming more expenditure- 
and tax-conscious. 

Proposed Methods of Classification. Many different methods 
of classification of public expenditures have been proposed. In 
most cases, they have not been practical or satisfactory. The 
early writers attempted to devise a classification of public ex- 
penditures that would be permanent, but the ever-changing fiscal 
plans and activities of the state have made such an objective im- 
possible. Early writers, like Carafa and Bodin, emphasized the 
expenditures for the honoi and support of the state and had little 
room in their classification for any other outlays of government. 
Expenditures for the general benefit of the masses had no place in 
their classification. 

Sir William Petty, an English writer about 1650, suggested the 
first practical, comprehensive classification. It included such 
items as (1) public defense of the state; (2) maintenance of the 
government; (3) support of religion; (4) education; (6) orphans; 
and (6) public works of all kinds. Casa, an Italian writer of about 
1860, worked out a classification of public expenditures along 
practical lines of state organization. He suggested, first, constitu- 
tional expenditures, which included all government outlays for 
the head of the state, or ruler, the legislative, executive, and ju- 
diciary departments; and, second, all moneys spent for adminis- 
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trative purposes, such as (a) the collection of taxes, (b) public 
debt disbursements, (c) maintenance of the treasury, (d) public 
security, and (e) promotion of general well-being. In this classifi- 
cation, it is obvious that Casa was attempting to be practical, 
that is to say, to work along the lines on which the state was 
organized. 

Other writers attempted to group state expenditures under 
such general headings as (1) ordinary and extraordinary; (2) 
necessary, desirable, and superfluous; (3) productive and unpro- 
ductive; (4) capital and consumptive; (6) economic and uneco- 
nomic; and (6) useful and wasteful. As bases for the classification 
of public expenditures, these various headings are too general and 
indefinite to be of practical value. They are presented here be- 
cause they are frequently used by modem writers in the discussion 
of state expenditures. 

Professor H. C. Adams, formerly of the University of Michigan, 
proposed a classification of state expenditures along the lines of 
protective, commercial, and developmental. His classification was 
sufficiently definite to be of some practical value. Under the 
general heading of protective. Professor Adams included all 
state outlays for maintenance of the army, navy, and police; 
under commercial, he grouped all the public expenditures for 
aiding commerce and industry; and under developmental, he put 
all money spent for general improvement of social and economic 
conditions. 

Cohn’s Classification. One of the most interesting classifica- 
tions of public expenditures is that proposed by Professor Cohn, 
of Germany. Particularly useful as a basis for a discussion of 
public expenditures, it comprises four general headings. The first 
is state expenditure for common benefit. All government out- 
lays, such as those for protection of life and property, departments 
of government, education, highways, parks and playgrounds, 
coinage, weights and measures, diplomatic and consular service, 
maintenance of public buildings, aids to and development of com- 
merce and industry, that are made for the general benefit are 
included under this general heading of common benefit. All items 
of expenditures that fall into this general group should be financed 
out of income from taxation, because the specific benefits that the 
individual may receive from any one or more of these state activi- 
ties cannot be sufficiently determined to allocate any portion to 
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him. In other words, there are certain activities of the state that 
carry no traceable individual benefit, but are performed for the 
common good and therefore should be supported only from funds 
that have been raised by as general a system of taxation as possible 

The second heading as suggested by Professor Cohn, includes 
those state expenditures that carry only individual benefits, 
namely, for persons who, because of their economic or physical 
condition, are unable to contribute by means of taxation to govern- 
ment for these services. Expenditures falling into this class are for 
the support of defectives and dependents, of those who have lost 
earning power due to accident, physical incapacity, old age, and 
of those who, for one reason or another, have become destitute. 
Such people have become a public charge They must be supported 
out of public funds, even though they are unable to contnbute 
toward their own maintenance. 

Cohn’s third heading comprises those state expenditures that 
are for individual benefit, part of which is paid by each recipient. 
This list of outlays includes administration of the court systems, 
maintenance of patent and copyright privileges, chartering of 
corporations, paving of streets, laying of sidewalks, and building 
of sewers. In the case of the courts, the costs that are assessed to 
the litigants pay only a small part of the administration of Justice 
in civil suits. The situation is different in criminal prosecutions 
where the state may assume the entire expense, even to the extent 
of furnishing the defendant with legal services. But in civil suits, 
it IS an advantage to the community at large to provide a means 
for the administration of justice, and, at the same time, the indi- 
vidual secures a personal benefit by having a place where he may 
compel the defendant to pay damages for a breach of faith. 

The proper division of costs of government service between 
the individual and the public treasury is a matter of conjecture. 
In some instances, as in the case of chartenng a corporation, 
securing a license to operate a business, or obtaining a serum 
treatment at the municipal clinic, the charge to the individual 
may be nominal and cover only a small part of the maintenance 
of the department. In the case of the United States Postal De- 
partment, the general intention is that the postal receipts from all 
classes of mail shall pay the entire expense of operation. During 
the last one hundred fifty years, however, the Post Office De- 
partment has, with a few exceptions, operated under a large 
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annual deficit which has been met out of appropriations from the 
general funds in the United States Treasury. Although it is ex- 
pected that the Postal Department shall fall under class four, in 
which all the costs of its use will be paid by those who use its facili- 
ties, actually it comes under the third heading with the expense 
divided between the United States Treasury and the individual 

The fourth and last heading that Cohn includes in his classi- 
fication of public expenditures, comprises those government out- 
lays that are made strictly for the individual benefit. In this case, 
the individual is required to pay the entire cost to the state for 
furnishing such service. A few examples m the United States are 
the power and light and nitrates sold by the TVA, the service 
charges for passing through the Panama Canal, and freight rates 
over the government-owned Alaska Railroad. 

Sometimes the state maintains certain commercial industries 
for fiscal purposes, such as the tobacco monopoly of France, the 
vodka distilleries of Russia, or the coffee valorization plan of 
Brazil. In such cases, governments have fixed the prices on these 
commodities to the public at the point of greatest net return At 
present, governments are providing an ever-increasing number of 
facilities that may be classed as exclusively personal benefit and 
whose entire expense of maintenance is imposed upon the indi- 
vidual who uses them. 

Classification Used by Our Federal Government, The United 
States Government, in its budget, has developed a complete 
classification of public expenditures and federal revenues along 
very practical lines A brief study of a recent budget will show 
that an attempt has been made to set forth all the facts of ex- 
penditures in great detail and to show as clearly as possible how 
and for what each dollar is spent In the budget an attempt is 
made to show the costs of all the services that the government 
performs. The general arrangement of these expense data, as 
found in the 1945 federal budget, is outlined as follows: 

I. Real government costs 

1. Constitutional 

A. Legislative 

B. Executive 

C. Judiciary 

2. Departments and agencies 

3 National defense 

4. Public debt 

5 Capital outlays 
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II. Developmental costs 

1. General public works program 

2. Agricultural adjustment 

3. Civil conservation corps 

4. Social security 

III. Eecovery and relief costs 

1. Aids to agriculture 

2. Direct relief 

3. Public works 

4. Aids to homeowners 

5. Revolving funds 

Department of Commerce Classification for CiUes, For the pur- 
pose of compiling and analyzing the financial statistics of state 
and local governments, the United States Department of Com- 
merce has prepared, through the Bureau of the Census, a very 
complete classification of public expenditures. The general plan, 
which is explicitly devised for states and for cities of over 10,000 
population, may be briefly outlined as follows: 

I. Governmental-cost payments 

1. General government 

2. Protection to persons and property 

3. Health and sanitation 

4. Highways 

5. Chanties, hospitals, and correction 

6. Schools 

7. Libraries 

8. Recreation 

9. Miscellaneous 

10. Public service enterprises 

11. Interest on public debt 

II. Non-Governmental-cost payments 

1. Public indebtedness 

2. Fund transfers 

3. Refunds 

4. Cost of collecting taxes 

Conclusion. There is no one classification of public expendi- 
tures that is good for all time and for all types of government. 
Expenditure data should be so arranged as to show what the 
government does with tax money, including the nature of activities 
and duties that are being performed. It should indicate the de- 
partment or bureau that is responsible for making the expenditures, 
and the objects for which the money is being spent, such as heat, 
light, fuel, services, and supplies, so as to afford an easy check upon 
the efficiency of government. 
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Governments, like private corporations, make expenditures 
for current consumption and for capital constructions. The 
citizen who follows the fiscal affairs of his government would like 
to know how much of the total outlay is for immediate use and 
how much will yield a service for years to come. When he examines 
the annual expenditures accounts of his government, he expects 
the data to be arranged so as to show the amount of money spent 
for purposes of immediate consumption and that which goes into 
some form of public capital. 

Finally, a good classification of public expenditures should 
make it easy to follow the money from the time it leaves the 
pocket of the taxpayer until it is consumed in the public interest, 
so that any irregularity in handling funds may be easily discovered. 
Our greatest cases of public forgery and embezzlement have arisen 
out of a crude and careless system of accounting. That govern- 
ment which is able to devise the most practicable system of classi- 
fying public expenditures will be most efficient in handling the 
taxpayers' money. 

Summary. The principle of public expenditures cannot be dis- 
sociated from the social and political attitude of the people. The 
tendency is for the community to become more socialistic and to 
impose greater burdens upon the government. The members of a 
community have learned that certain social functions can be per- 
formed better and more efficiently through their collective efforts. 
Unequal distribution of wealth has been no small factor in im- 
posing additional burdens upon government. In many instances, 
the per capita costs of government increase more rapidly than the 
growth of population or of the wealth of the community, which 
suggests that government operates under a law of increasing cost. 
It is not possible to dissociate public and private economy. They 
are interdependent and their distinctions are not as important as 
is sometimes believed. They are both part of the general economy. 
A proper classification of public expenditures is very important, 
chiefly because of its aid to greater efficiency of government opera- 
tion and because of its stimulation of public interest in the fiscal 
problems of the state. Classification of public expenditures is just 
as vital to the state and local units as it is to the central govern- 
ment. 
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TEXT QUESTIONS 

1 Define the term credit dollars as applied to government spending. 

2 What IS the tendency of the cost of government m an increasing 
population area in terms of absolute cost as well as unit cost‘d 

3 Discuss the place of the “profit motive” in government operations. 

4, How has the “wave of humanitarianism” affected public ex- 
penditures*^ 

5 Discuss fully Professor Cohn's four classes of headings for govern- 
ment expenditures*^ 

6. In what way does the federal government classify public ex- 
penditures in its budget*? 

7. Tell briefly what constitutes a good classification of government 
expenditures. 

8 What is the tendency of government costs year in and year out 
disregarding changes in population*? 

9 Discuss the growth of state functions under the following 
headings: 

a) Weimar Constitution. 

b) Fascist Corporative State. 

c) Soviet Constitution 

d) Chinese Constitution of 1947 

10. What limit is there to the government's ability to spend; what 
limit to Its ability to raise money*? 

11 Discuss the principle laid down in the case of McCulloch v. 
Maryland. 

12 Should an annual balance be maintained by the government*? 
Why? 

13 Why should the government so carefully classify its expenditures*? 

14, In 1944"45 the federal government was spending over $8,000,- 

000,000 a month How was this money raised*? 

APPLICATION PROBLEM 

1. What specific factors would you take into consideration in de- 
termining the taxing and borrowing capacity of your state*? 

RESEARCH TOPICS 

1. Read a few of the early state constitutions, and then turn to the 
later ones of the same states Make a comparison of the functions 
covered in each instance. How do you account for the limited 
number of functions covered in the United States Constitution*? 
How IS it that these functions have been greatly expanded with- 
out constitutional amendments*? Do you think these tendencies 
have any bearing on public expenditures and taxation? 
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2. Read the Soviet Constitution, the Chinese Constitution, and the 
Constitution of Weimar, and note the coverage of functions. In 
each instance, obtain budgeted or actual expenditures and 
analyze 

3 Visit your local township or city tax assessor's office. Get the 
total expenditures of the particular governmental unit, and cal- 
culate the per capita expenditures for several years, and note the 
trend. How do you account for or explain the long-time trend 
or behaviorism of per capita expenditures'? 

4 Does your local assessor’s report contain a classification of ex- 
penditures'? Is It meaningful to the rank and file voter? Could 
you suggest improvements'? Also consult the latest reports of 
your state. 

5. What correlation can you show between the unit of population 
cost of your state government and the growth of population in 
your stats'? 

6 To what extent does your local unit of government determine 
upon its expenditures before it arranges its sources and amount 
of income'? 
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CHAPTER 5 


ECONOMIC EFFECTS OF PUBLIC 
EXPENDITURES 

A consideration of the effects of public expenditures obviously 
involves the principles of economic theory. For example, suppose 
the government spends a billion dollars. What effect will such ex- 
penditure have upon the general level of prices or upon a price in 
particular; upon wages, rents, interest, and profits; upon the 
volume of production and consumption; upon the volume of loans, 
bank discounts, and the entire structure of exchange and price 
systems? Government expenditures, in their modern connota- 
tions, may articulate with every phase of our economic, social, 
and political institutions, and greatly modify their character. 
These questions, and others, will be considered in this chapter. 

Types of Public Expenditures. The term “expenditures,” as 
it is understood in public finance, may be used in more than one 
sense. In the first place, it may be used to connote those real 
government-cost payments that represent actual outlays for 
which there is no direct return in the future. When once these 
expenditures are made, they, like consumers’ goods, are gone for- 
ever. Some services, like wages for labor and money spent for 
materials, may be consumed at once, while capital structures, 
such as public buildings and harbor installations, may remain in 
existence for long periods of time. In the second place, the term 
“expenditures” may be used to refer to those non-cost government 
payments that are more or less temporary in their nature and that 
yield a monetary return to the state sometime in the future. In 
this country the federal government, especially, has made heavy 
investments in railroads, banks, and many manufacturing estab- 
lishments. It is expected that these expenditures represent only a 
temporary outlay and that some day this money will be returned, 
with interest, to the United States Treasury. There are other 
temporary expenditures that might be classed under the heading 
of non-cost payments, such as allocations among departments of 
the federal government or to state and local units, trust fund pay- 
ments, annuities, and grants. 

Public Expenditures and Business Conditions. A study of the 
economic effects of public expenditures may be treated as a highly 

90 
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theoretical subject. In its entirety, it involves the laws of pro- 
duction, consumption, exchange and distribution, and may be 
considered under these general headings. Public expenditures 
affect the economic system particularly through their effects upon 
wages, interest, profits, rent of land, and the price structure. 
Whatever causes changes in the nature of these great divisions of 
economies will have repercussions on general conditions. Public 
and private finance are, therefore, interdependent divisions of one 
great economic system. 

When expenditures are made, goods and services are bought 
and sold, and the general economic situation is affected. Price and 
wage levels, for example, undergo a change as a result of this new 
demand. In general, the economic results are the same whether 
the money is spent by the government or by private enterprise. 

To trace the economic effects of government expenditures offers 
an opportunity for a study in the theory of political economy. It 
IS common knowledge that a sharp rise in the general level of 
prices always accompanies a war period. During World War I, 
prices began to rise rapidly during the latter part of 1914, and they 
did not reach their peak until early in 1920, or more than a year 
and a half after the armistice was signed. Just how much of this 
price stimulation was due to the catalyzing effect of government 
expenditures, it is impossible to say, but it must have been great. 
During the period from 1914 to 1918, the total expenditures, in- 
cluding direct and indirect costs, by all the countries involved in 
the World War were over $337,000,000,000.^ Such enormous out- 
lay would be enough in itself to cause a great upswing of prices. 

Economic Effects of Taxation. When the government exer- 
cises its sovereign power of taxation, it takes a portion of the 
wealth of its people to be spent for public purposes. The first 
effect is that the government has just that much more to spend 
and the people have less by an equal amount. Except for a possible 
pyramiding of inflation by borrownng on government bonds, the 
amount of purchasing power in a community is about the same 
immediately after as before a tax has been collected. It all 
amounts to a transfer of wealth from the individual to the govern- 
ment to be spent or saved as conditions may demand. Therefore, 
if there is any truth in the quantity theory of money, the exercise 
of the taxing power may not affect the general level of prices. Of 

^Ernest L, Bogart, Direct and Indirect Costs of the Great World War (New 
York: Oxford University Press, 1919), p. 299. 
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course, the government may not, and usually does not, spend the 
money in exactly the same way that the people would spend it if it 
were left in their possession, or even buy the same commodities. 
But, on the whole, there is no immediate change in the total 
amount of expenditure, and business might be expected to con- 
tinue about as usual The compensatory, multiple, and accelera- 
tion effects of government spending will be considered later Only 
these simple aspects need be presented here. 

The taxing power may be used by the government as a sta- 
bilizer or as an evener of commodity pnces. If a tax is imposed 
on a specific commodity or a group of commodities, the particular 
price IS likely to rise by some amount, depending on the cost con- 
ditions of production Since a tax is usually regarded as one of 
the costs of production, the businessman will add it to the price 
if it is at all possible to do so But in the long run, a rise m the 
price of one commodity is likely to cause a corresponding fall in 
other lines and so, in the end, may not disturb the general level of 
wholesale or retail values. It is, therefore, fairly clear that by a 
change in the tax rate, the government may exert a stabilizing 
effect upon prices This entire argument is founded upon the 
theory of shifting of the tax burden, with the ultimate incidence 
upon the consumer Just how and to what extent the tax burden 
may be transferred to other individuals or economic groups de- 
pends upon the cost conditions under which the commodity is 
produced In some cases, the tax may not be shifted by the busi- 
nessman at all, or only in part In other cases, the whole of, or 
even something more than, the amount of the tax may be trans- 
ferred to consumers. 

The statement that all taxes on business are immediately 
shifted on to the consumer is not true in every case. From an 
accounting point of view, businessmen regard a tax as an element 
m the costs of production and therefore as presumably recoverable 
through higher prices to the consumer. In any business, as ex- 
pense of operation increases, it is expected that enough more is 
collected from the consumer to cover the additional costs. There- 
fore, if a new tax or an increase m old taxes is responsible for the 
higher cost, it might be expected that business would increase its 
selling price m about the same proportion But, in such assump- 
tion, the behavior of the consumer is not fully taken into account. 
As prices are advanced, the consumer may be expected to curtail 
his purchases. These decreases in consumer purchases will reduce 
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the volume of production, which will have its repercussions on the 
unit cost. The final result is that this reduced volume of sales and 
increased unit cost will affect the profit, which may be the in- 
cidence of at least part of the tax. 

The general assumption that all business taxes are shiftable 
is not true if the business is operating at a loss, or if the levy is on 
net income or on excess profits. If it were possible for a business 
always to shift its tax on to the consumer, it should likewise be 
able to recover any other element of cost by making similar ad- 
justment in Its pnce program. Under such conditions, it would 
follow that no business need ever operate at a loss that it could 
not recoup by increasing the price. But such is not the case. The 
real cause of the deficit is probably due to the fact that the busi- 
ness is unable to sell sufficient volume at a pnce that will cover 
all costs The consumer cannot be coerced into buying more than 
a certain volume at a given price. Because of substitutes, the 
exceptions, even in the case of necessities, are very rare 

The same general reasoning applies to a tax on net income or 
on excess profits. In these cases, the ordinary costs of operation 
have already been subtracted The business is operating at a profit ; 
the tax thus falls upon the residue. The obvious conclusion is that 
a tax upon net profits, or upon excess profits, falls upon the owners 
in equity of the business. This whole problem of tax burden is 
connected with the investor. The differential that remains after 
the tax has been paid out of net income should be sufficient to 
attract new capital into the business, otherwise, the business might 
have to struggle along on a starved existence 

The interrelation between the general level of pnces and ex- 
penditures and taxes now becomes obvious. When government is 
forced to pay higher prices for commodities and services that it 
buys, taxes must inevitably be increased or government must 
economize. The purchasing power of the dollar has decreased, and 
the government is faced with the necessity of increasing its volume 
of revenue to maintain the same standard of efficiency. It is, 
therefore, impossible to devise a burdenless system of taxation. 
It may be so arranged, however, as to distribute its economic 
effects m a more equitable manner among those who are most able 
to bear it. 

Concrete Cases of Economic Effects. It has already been 
stated that governments must have material and immatenal aids 
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in order to carry on their functions. They must have certain kinds 
of goods, such as materials for use in the construction of public 
buildings and various articles of clothing to supply men in the 
Army and Navy. Whenever the federal government has executed 
a large building program, the first obvious effect has been the 
increase in demand for every kind of building material, which 
tended to stimulate activity in these various lines. Prices of brick, 
stone, steel, and lumber were affected; and their production was 
increased. Labor and capital tended to flow into these forms of 
investment, and thus to reduce the production and the supply in 
other fields. Prices of commodities in these industries from which 
the factors of production were taken also tended to rise because 
of the decrease in supply. Many laborers, both skilled and un- 
skilled, were required, and, because of the general shortage of 
workmen, wages tended toward a higher level. Labor already 
employed was drawn from other fields, thus reducing the supply 
and effecting a rise in wages in these industries. The capital-goods 
industries were also stimulated, and the interest rate tended to 
rise. Thus, government expenditures affected the price of commo- 
dities, wages, and the rate of interest. 

Much the same reasoning may be followed in regard to the 
economic effects of government expenditures for shoes. If several 
million pairs are needed, the government goes into the market and 
buys them just like any one or group of its citizens. In other 
words, the modem government enters into competition with its 
citizens in suppl3ring its needs, and thereby may have a great 
influence over the price. But the entire economic effects are not 
limited to an article like shoes or building materials. Shoes, like 
almost every other article in commerce, are a composite of many 
commodities. And just as an additional demand for shoes will tend 
to increase their price, so this same effect will spread to all the 
component materials that go into their manufacture. Thus there 
may be an increase in the price of hides and leather, for example, 
that will finally find its way back to cattle and ultimately increase 
the purchasing power of the farmer. 

The New Deal administration embarked upon an enormous 
government spending program with the hope that, by “priming 
the pump,” the country could be put back on the road to prosper- 
ity. The New Dealers claimed that all the economic mechanism 
needed was a push forward, and that it could be done by govern- 
ment coming into the market and spending a few billions of dollars. 
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It was contended that the country needed more money in circula- 
tion. To effect such a purpose, the devaluation of the dollar and the 
credit inflation program of the Federal Reserve Board was adopted. 

The federal and state governments did “pump" billions of 
dollars into the market by innumerable channels. The general 
price level did rise and business conditions did show some improve- 
ment, but it is impossible to say to what extent they were the 
result of government spending. The government offlcials were slow 
to realize that the causes of the economic depression lay deeper 
than in finance, and that the possibility of spending the country 
back to prospenty was exceedingly doubtful. 

The spending policy of a government is very different in many 
respects from that of an individual, and it may vary considerably 
between normal and abnormal conditions. If a state were to find 
itself, for example, at war with a major power, it would be neces- 
sary to make enormous expenditures. It would immediately need 
huge supplies of certain types of commodities, such as food, 
chemicals, steel, and clothing. Because of this great and unex- 
pected demand, the prices of these commodities would be stimu- 
lated to a very great extent, while many other lines would be but 
little affected, at least not immediately. The manufacture of 
furniture, toilet articles, educational supplies, and the issue of 
publications might be suddenly curtailed. 

During the first World War, all construction projects not 
essential to the prosecution of the war were stopped. The effect of 
such conditions was to distort the entire economic system and to 
divert it from its normal channels of operation. The factors of 
production were withdrawn from their most productive uses and 
directed into investments where they were less efficiently em- 
ployed. Credit was so overstimulated that, when normal conditions 
were resumed, it was difficult to contract it back to a peacetime 
basis. During the war wages became excessively high, with great 
inefficiency in the ranks of the laborers. Commodity prices in- 
creased very rapidly, which caused living costs to soar. Business 
costs mounted as the wave of economic activity continued, becom- 
ing cumulative as time passed. The entire country was experienc- 
ing a period of false prosperity. 

When the war closed in 1918, the great volume of government 
spending was suddenly brought to a halt. The whole country 
was slow to realize that the type of economic system that had been 
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organized to serve the demands of the war period was not of much 
use dunng a time of peace. The task of putting the country back 
on a peacetime basis was fraught with great difficulties It was 
necessary to restore millions of soldiers to the ranks of labor, to 
contract credit, to bring prices to a normal level, to lower factory 
costs, and to restore the efficiency of labor. Units of land, labor, 
and capital were withdrawn from their no-longer-productive forms 
of investment and returned to production of goods for use in 
times of peace. The great demands of government during the war 
for certain types of goods had rearranged all the elements that 
constituted the economic system, and to return to a peacetime 
basis, as is especially demonstrated by the expenence between 
1929 and 1939, is both difficult and uncertain. 

Economic Aspects of the Public Debt. As has already been 
explained, public and pnvate economy have much in common. 
There is a great degree of interdependence between the two 
financial systems Both affect the distribution of the national in- 
come, and each is concerned with the economic processes of 
production, consumption, and exchange of goods and services. 
The total effect of a public fiscal policy can be determined only 
by noting the reactions of expenditures, taxes, and loans upon the 
national income and upon its distnbution 

From the standpoint of their economic effects, the analogy of 
private and public debts is by no means complete. The govern- 
ment, instead of the individual, borrows and does the spending 
The economic effects of the public debt cannot be measured by 
the accounting method of merely noting the volume of outstanding 
obligations, but must be measured by the manner in which it is 
being spent. Funds borrowed for public purposes may be spent 
in such a way as to have a very beneficial effect upon the whole 
economy. Therefore, the question of whether to increase or de- 
crease the public debt depends upon the general economic situa- 
tion at the time. 

The assumption that a public debt is inherently an economic 
evil is not warranted. A public debt may be so managed as to 
contribute greatly to the sum total of utilities and general welfare 
of the community. It is difficult, if not impossible, to find any case 
in modem times when the public debt was the direct or even 
probable cause of economic distress. 

A public debt may be created for several reasons. First, it 
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may represent a sum of borrowed money that has been spent 
either for a wasteful and unnecessary purpose, as a war of aggres- 
sion, or for some temporary or immediate utility, as for current ex- 
penditures. In either case, the benefits have disappeared, leaving 
only the principal and interest of the debt to be paid out of the 
future net income of the people Second, the public debt may 
represent an investment that the government has made in some 
permanent utility. Pnor to the beginning of expenditures for war 
preparedness in the latter part of 1939, a large part of the federal 
debt represented an investment in such projects as TVA and also 
in social security and rehabilitation of the unemployed. Outside 
the support of the onginal functions of legislative, executive, and 
judiciary, these investment activities represent the highest type of 
service that the government may perform. 

The accumulation of a public debt means that, out of the bor- 
rowed funds, certain added expenditures are made, which may 
stimulate economic activity. If not properly managed, such ex- 
penditures may even be the cause of inflation and payment of the 
debt may play an important role in deflation. In general, there is 
no particular harm in a large public debt so long as it is kept 
within a reasonable ratio to the national income. The public 
debt, as well as taxation, does not necessarily constitute a drain 
on the total purchasing power of the community; but both must 
be so devised as not to discourage unduly the economic processes 
of production, consumption, exchange and distribution. The 
public debt may be so managed as to encourage new investment 
and thus more fully utilize natural resources. 

Public Expenditures and the Business Cycle. It has been sug- 
gested that the government should increase public expenditures 
during a period of business depression with the view to mitigating 
or eliminating such fluctuations It is hardly possible that the 
volume of government expenditures may be so greatly increased 
for such items as wages and materials as to have any substantially 
great general economic effect, even during normal times. Rather, 
the real possibility for greater outlays by the government is 
through the channels of an expanded public works program. But 
the questions then arise: Should it be regarded as a legitimate 
function of the state to deal thus with business depressions? 
Is such use of this device — public works — economically sound? 
What are its possibilities and limitations when so employed? 
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The planning of public works has been severely criticized be- 
cause such plans have not scheduled the public works for the times 
when they were most needed. The frequent practice of govern- 
ments has been to expand their public works programs principally 
during penods of prosperity, because at this time the funds are 
raised most easily. But this policy has been almost universally 
condemned by economists, because it tends to exaggerate the 
amplitude of the business cycle instead of mitigating its effects. 
During a period of business depression, the most important prob- 
lem is that of unemplosrment. Millions of people are without 
income. Sooner or later the state must supply them either with 
employment or with the necessities of life. It then becomes a 
matter of direct relief or of emplosdng these people at a wage 
upon some public works project. 

The use of public works projects as a means of dispensing relief 
has also been condemned on the ground that only a small per- 
centage of the unemplo 3 ’'ed population is reached, that the costs 
of operation are excessively high, that the inefficiency of labor is 
very great, and, finally, that waste is likely to arise through 
politics. If public woris projects are to be carried out during a 
period of business depression, the government must do some long- 
range planning. But the plan of budgeting public constructions 
over long periods in the future is not entirely satisfactory, first, 
because these projects may be of such nature that the public 
interest cannot wait; second, because such policy is posited upon 
the doubtful general theory that a business depression is a financial 
condition that may be relieved only by expansion of the volume 
of money and credit. 

The New Deal administration first adopted this latter assump- 
tion by making money and credit available to the businessmen, 
but there were no demands at that time for this new capital be- 
cause there were not sufficient buyers in the markets with pur- 
chasing power to take more manufactured products. The old 
theory that general business may be expanded or contracted by 
merely lowenng or raising the bank discount rate has long been 
exploded and is no longer given much credence by serious econo- 
mists. The depression of 1932-39 has conclusively proved that the 
volume of currency has little effect upon such an economic con- 
dition. Money and credit were never so plentiful as they were 
when the depression was at its worst. 
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That a serious unemployment problem accompanies every 
business depression is well known to everyone, but the degree of 
the efficacy of government expenditures in this direction is not 
conclusively settled. It is very doubtful whether an expansion of 
public works can materially affect the general level of unemploy- 
ment over long periods of time. At most, during an industrial 
recession, the government may be expected to employ only a 
relatively small proportion of those people who have been dis- 
charged by private industry. The most logical business into which 
governments may enter to effect relief for the unemployed is some 
kind of public construction, which means that only those in this 
and cognate industries will receive any direct benefit. Cyclical 
fluctuations of emplo3ment in construction and related industries 
are, therefore, the only ones that will be materially aided by a 
government relief program during a period of depression. The 
natural stimulus is for governments to expand activities in the 
construction industry to a greater extent in order to spread the 
benefits as far as possible. But such policy only results in over- 
building in these lines, leaving little room for development during 
subsequent prosperous times. 

It is also a mistake to assume that all public employment dur- 
ing a period of depression is a net increase. Because of the prestige 
and the certainty of employment, many people would rather work 
for the government, even at lower wages, than for private enter- 
prise. Thereiore, some employees may be drawn away from other 
lines of employment and thus create a dislocation of labor that 
later may prove serious. It is also possible that public works pro- 
jects may be financed from funds that have been taken in part 
from private industry and therefore do not represent a net addi- 
tion to the total expenditures in the country. It is, therefore, 
presuming too much to expect that a mere transfer of public con- 
struction projects to times of depression will do little more than to 
mitigate the economic evils of such periods. 

Many reputable economists contend that business depressions 
are caused by basic maladjustments in the industrial system, 
which the government should attempt to mitigate or to solve by 
some appropriate action. These economic maladjustments are 
widely variant in origin, but usually they may be found in the 
fields of production, consumption, distribution, and finance. If 
economic maladjustment tends to be general, as it usually does. 
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the production of consumers’ goods in all lines greatly expands. 
Supply soon exceeds demand, and difficulty in marketing the out- 
put at a price that covers costs of production is later experienced. 
In other words, the supply of goods is out of balance with the de- 
mand, and the question is raised : What can government do about 
it? When it becomes obvious that there are not sufficient markets 
for the increasing supply, the businessman suddenly calls a halt on 
further production He partly or wholly closes his plants, dis- 
charges employees, and cancels orders for raw materials. Sus- 
pended wage earners mean reduced buying, and the evil becomes 
cumulative. For reasons already discussed, the success of govern- 
ment action in mitigating or solving these economic evils is 
questionable. 

In 1928, when unemployment first began to appear. Senate 
Bill 2475 provided for a reserve fund of $150,000,000 that was to 
be expended on public works projects whenever the value of 
private construction contracts fell below 20 per cent of the period 
for 1926-27. This proposal never became a law, but it furnishes a 
concrete example of an early attempt by government to solve the 
problem of unemployment. 

Economic Effects of War Expenditures. As has already been 
stated, the general level of wholesale and retail prices rises during a 
war penod. The cost of living also rises at a rapid rate This is due 
to an increased demand for all types of commodities and services, 
increased purchasing power, and a shortage of consumer goods. 

In the following graph^ the heavy line represents the trend of 
wholesale prices during the first World War and the period of 
recovery from 1913 to 1939. The broken line traces the trend of 
the general wholesale price level from 1939 to the present*. The 
year 1939 is chosen as the dividing line because it was at that time 
that the federal government definitely changed to a war basis. 

Both curves are plotted on the same scale and area so as to 
afford immediate comparison After a slight fall during 1913 and 
1914, the heavy line shows how rapidly the general level of whole- 
sale prices rose from an average of about 68 in 1915 to 167.2 in 
May, 19 20. This period includes the war year. It should also be 

^The data for these two curves were obtained from the Bureau of Statistics, 
Department of Labor, Washington, D C These curves represent the trend of 
the index numbers of wholesale pnces as issued by this bureau 

^The behavior of the curve as represented by the broken line will be dis- 
cussed more fully under the next chapter on control It is given here only for 
comparative purposes. 
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TRENDS OF WHOLESALE PRICES 



observed that prices continued to rise for some eighteen months 
after the Armistice in November, 1918, when the index number 
stood at 136. 

From the high point in May, 1920, the general level of prices 
fell to an average of about 95 in 1921, or more than 72 points 
during this period of a little less than two years. Such a sudden 
and great drop in the general level of prices proved quite a shock 
to the whole economy. This may be explained by the sudden con- 
traction of credit and curtailment of purchasing power, and by 
the great reduction in federal expenditures. The total federal 
expenditures reached their peak in 1919, when they were $18,510,- 
000,000. In 1920, they dropped to $6,400,000,000; 1921, 
$5,110,000,000; 1922, $3,300,000,000; 1923, $3,290,000,000; and 
m 1924, $3,060,000,000^ The war had come to a close, and, except 
for the ordinary purposes of government, all expenditures for com- 
bat material suddenly stopped Numerous industries, such as steel 
and chemical, which had greatly expanded their production capac- 
ity to meet the war needs, suddenly found themselves in possession 
of great quantities of machinery, buildings, raw materials, and 
even inventories that were of little or no use for any purpose. 
They hastily contracted their operation to fit the ordinary demand, 
and allowed the excess capital to remain idle. The number of 
unemployed increased for two main reasons: first, because of re- 
duction in volume of production, and second, because of the 
greater use of machinery. 

^Annual Report of the Secretary of the Treasury for Fiscal Year Ended 
JuneSOflHlfp 414 
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Between 1921 and 1929, industry made an attempt to contract 
back to a peacetime basis and more or less stabilized its activities. 
In fact, many people refused to believe that further retractions 
were possible. Consumers’ goods, which had been worn out during 
the war years, were being replaced. Savings, which had been 
accumulated out of wages and profits dming 1915 to 1920, were 
spent for consumer needs. During that period, federal expenditures 
were also fairly stable. They remained constant at about the three 
billion dollar level. 

The Federal Reserve Board, in conjunction with the various 
Federal Reserve Banks and their members, inaugurated plans to 
stimulate economic activity. In spite of unemployment, business 
competed actively in the markets and a general wave of optimism 
prevailed toward the end of the period. Call loan rates fell in New 
York City, and, because of easy money, the years of 1928 and 1929 
saw a boom in the stock market, which got out of control just 
before the break in November, 1929. The period from 1921 to 
1929 may be characterized as one of adjustment from a wartime 
to a peacetime economy, affected by only the ordinary govern- 
mental expenditures. 

In November, 1929, the general level of wholesale index number 
of prices was 93.5. It then fell rather consistently and rapidly 
until it reached an all-time low of 59.8 in February, 1933. The 
economic collapse was almost complete. Unemployment mounted 
at a rapid rate. Business failures and bankruptcies piled one upon 
the other in rapid succession. Every t 3 T)e of business concern that 
survived the collapse, whether retail, wholesale, or manufacturing, 
either greatly curtailed or temporarily suspended its activities. 
Many railroads and insurance companies were on the brink of 
failure. A few states defaulted on the pa 3 mient of the principal 
and interest of their bonds. Many cities and other local units of 
government were unable to continue their ordinary activities, and, 
in a few instances, they went through a type of receivership and 
reorganization. Schools were closed and other local government 
functions were either suspended or curtailed. During that period, 
many local units of government issued tax anticipation warrants 
and paid their obligations in script. 

Section 77-B of the Federal Bankruptcy Act was passed, which 
gave the local courts the discretion of suspending a foreclosure 
proceeding if the industrial concern was able to present a reason- 
able financial plan of reorganization and some assurance of its 
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ability to continue as a going business. Federal and state banking 
systems were unable to withstand the financial strain, and in 
March, 1933, a complete bank holiday, or moratonum, was 
declared. 

The period from November, 1929, to February, 1933, may be 
characterized as one of almost complete industrial collapse. Dur- 
ing that period, federal expenditures remained fairly constant 
around the three-billion-dollar level. That penod laid the ground 
for what later proved to be unprecedented outlays. The financial 
burden of reconstruction and rehabilitation was to be shifted on 
to the federal and state governments. Beginning with 1933, 
federal expenditures were to play an increasingly important role 
in the whole future of economy. 

When the New Deal administration came into power on March 
4, 1933, the entire policy of federal expenditures was changed. 
Until that time, it was the general feeling that the federal govern- 
ment should spend money for purely political purposes only. But 
the economic collapse during the penod from 1929 to 1933 con- 
vinced even the most skeptical that it was necessary for the 
federal government to aid in recovery and reconstruction. 
Congress had already provided for the Reconstruction Finance 
Corporation, which was to make large loans to private business 
corporations, insurance and railroad companies and other public 
utilities, banks, and state and local governments. Then followed 
in rapid succession the National Industnal Recovery and Agn- 
cultural Adjustment Acts, both of which were later declared 
unconstitutional; the Tennessee Valley Authonty; a work-relief 
program; a social-security program; aids to the agncultural classes 
and homeowners; support to organized labor in the NLRB and 
Wage and Hour Law; and banking reform In 1933 and 1934, 
federal expenditures rose from $3,860,000,000 to $6,010,000,000. 
In 1936, the total expenditures reached $8,000,000,000, at which 
figure they remained until the United States entered upon a pro- 
gram of war preparedness in the latter part of 1939. The period 
from March 4, 1933, to September, 1939, may be characterized 
as the time when the federal government participated heavily in 
economic reconstruction, recovery, and rehabilitation. 

The federal government began its military-preparedness pro- 
gram the latter part of 1939. The volume of expenditures was 
increased, and a new and heavier tax program was developed. 
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The total expenditures in 1940 were $8,890,000,000. The totals 
increased rapidly until they reached $100,404,597,000 in 1945, the 
year of maximum expenditure for World War II. 

Sources of State Funds. Public expenditures presuppose some 
kind of income to the state, and it is appropnate to mention the 
various sources of revenue at this time, although each will be 
discussed m detail in later chapters. 

The state needs services and commodities. To satisfy these 
wants, it must provide itself with purchasing power, which may be 
supplied by various methods. First, the state may secure a loan 
from its people, which is in the nature of a voluntary contract. 
In that case, the state goes into the market in competition with 
private borrowers and offers a rate of interest for the loan. This 
act quite evidently affects the interest rate in the money market, 
and also the flow of the factors of production. There is a question 
whether public borrowing should be regarded as real income at all 
since the money derived by this means must at some time in the 
future be returned to the lender. But it is an immediate income 
and should be considered from this point of view. 

But the state may secure its money income in another way. 
Through its sovereign power, it may exercise its right of taxation, 
which IS the forcible taking of a portion of the wealth of its citizens 
to be spent for public purposes. Taxation amounts to a transfer 
of part of the private wealth to the state to be spent by the govern- 
ment. To that extent, there is no economic advantage. But in so 
far as the dollar, when spent collectively, yields a greater net re- 
turn to the individual and the group as a whole, to that extent it 
accords with the doctrine of maximum social advantage. Some- 
times this money would be more effective in the hands of the 
taxpayer, because, under certain conditions, he might be able to 
spend or to save it to a greater advantage than if it were turned 
over to the state. In regard to the economics of public expendi- 
tures, it might be a safe rule to follow that these government 
outlays must be made m such manner as not to remove or impair 
any instrument of, or incentive to, the essential processes of pro- 
duction and to interfere as little as possible with the useful elements 
of production. 

A third very important method by which the state may raise 
its purchasing power is by issuing irredeemable paper money. To 
make this currency circulate, it must be made legal tender by law. 
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The people must receive this paper money in full pa5rment for 
commodities, wages, and all debt obligations. In effect, such 
issues constitute an enforced loan that the state has imposed upon 
its people But if there is an overissue, as usually happens when 
the state expenditures force a resort to this method of raising 
revenue, this inflation imposes an economic condition upon the 
people that is not unlike taxation. 

The fourth source of state income is from profits from the 
operation of industrial enterpnses by the government. Many 
governments, especially in Europe, operate public enterprises. 
They are able to secure considerable revenue from these sources. 

Some Final Aspects of Public Expenditures. There is much 
fallacious reasoning in regard to the purpose of public expenditures 
and the proper uses to which they should be put. Some economists 
justify expenditures by the state on the ground that they “put 
money m circulation,” “cause prices to rise,” “stimulate business 
activity,” and “create work for the unemployed ” But any outlay 
by the state should render a distinct and lasting benefit to the 
community as a whole, otherwise the money is not wisely spent. 

The state must have services. In this country, enforced labor 
is constitutionally prohibited, except for those who have been 
convicted of some crime. Some states employ convict labor in 
road building, public constructions of all kinds, and in prisons. 
In some instances, the states have attempted to make their penal 
institutions self-sustaining by selling on the general market the 
products manufactured by prison labor. In this way, it was 
hoped that the community could be relieved of taxation which 
was necessary for the support of these institutions of correction. 
But thus far, such attempts have largely been thwarted by the 
opposition of labor organizations. The irksomeness of enforced 
labor makes it inefficient and hence expensive in the long run. 

It IS doubtful whether the state could save much by accepting 
the services of gratuitous labor. There are thousands of public- 
spirited men and women in this country who, after they have 
made their fortunes, are ready to donate their services to the 
affairs of the state. But such free services are oftentimes unre- 
liable, irresponsible, and frequently lack the peculiar training that 
the government requires. It is undemocratic for the state to 
accept too much of this free service, because, since obviously only 
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the wealthy could serve, such a policy would tend to concentrate 
the affairs of government in the hands of the well-to-do. Because 
of the low compensation, however, many high posts of the federal 
government are filled only by those who are independently 
wealthy. The emoluments of the United States Ambassador to 
the Court of St. James, for instance, pay only part of his expenses, 
to say nothmg of a compensation for his services in the office. 

In general, it is preferable that a government secure its services 
by paying a sufficient compensation to attract competent adminis- 
trators and employees into public office. Such a policy would 
make the offices of government open to poor and rich alike, and 
would provide a more efficient and reliable corps of public officials. 
The little saved in taxation and public expenditures by accepting 
gratuitous services would be more than counterbalanced by a more 
efficient administration -of governmental affairs by competent 
officeholders paid out of state funds. 

Public expenditures may be made so as to have certain other 
general effects. They may be put to such use as to affect the 
ability of the people to work and to save by increasing their 
efficiency. A better system of public education may be established 
that will offer vocational training to the worker and generally 
improve his standard of living. The state may provide better 
health service to the working classes by building and equipping 
more hospitals, providing free clinics, and by supplying medical 
advice and consultation at public expense. \^atever would 
improve the health and skill of the worW would obviously make 
of him a more efficient producer and a more useful citizen. 

Public expenditures may be made also in such a way as to 
affect the desire of citizens to work and save. If the state gives 
definite assurance to its people that, in case they cannot support 
themselves after they retire from active life, it will provide them 
with the necessaries of life, it is only human nature that many will 
not make much effort to save for these nonproductive years. It 
has always been a great problem of charity to know when to give 
aid, and how much, to the unfortunates so as not to affect their 
desire to provide for their own needs. 

When the dole was first used in England, many people refused 
to receive it. But once they became the recipients of such aid, 
they demanded that the state continue it on some basis. The 
more certain people are that doles, grants, pensions, and aids may 
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be expected from the state by them when ohey are not able to 
provide the necessaries of life for themselves, the less likely they 
are to save in anticipation of such period. 

Economic Justice and Public Expenditures. Many economists 
have suggested that by means of public expenditures the state 
would be able to effect a better distribution of wealth, and to 
correct the inequality of income that now exists among the 
economic classes. Through the power of taxation, the state could 
take from the wealthy and spend the money for the benefit of the 
poorer classes by providing free schools, parks and playgrounds, 
free hospitalization and medical advice, and by giving aid in 
cases of old age, industrial accident, and unemployment. It is not 
generally regarded as a sound policy to give this money to the 
poorer classes outnght. It is considered preferable that the state 
should spend it in such way as to provide them with the neces- 
sities of life. By supplying better vocational training, the state 
may make it possible for the capable young man or woman to step 
out of poorly paid jobs into the skilled professions. 

For the benefit of industry, public expenditures may be made 
in such manner as to subsidize the production of some article that 
should be encouraged. Congress may be induced to impose a heavy 
tariff duty on imports for the purpose of protecting the industry 
from outside competition. The usual economic result from such 
protective action of the state is an increase in domestic pnces, 
which is, in effect, an indirect tax upon the people for the subsidi- 
zation of the industry. 

Finally, while public expenditures may have a great economic 
effect upon industry, it should not be forgotten that such outlays 
may also exert a reverse influence upon government itself. The 
moment government begins to spend to aid industry, labor, and 
the underprivileged, a partnership with these economic groups is 
created. In assuming these new functions, government must 
necessarily effect certain reorganization through the creation of 
bureaus and agencies. 

Summary. It is important to take into consideration the 
economic effects of public expenditures upon production, consump- 
tion, prices, and the whole distributive process. In fact, in some 
instances the economic effects may be'the most'important purpose 
of the public expenditure. 

As was demonstrated in 1933-39, it is doubtful whether a 
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government can control the general prosperity of the country, at 
least to any appreciable extent, by merely adopting a certain 
policy of public expenditures Much of such expenditure is of 
questionable permanent value. Its benefit, if any, is largely re- 
stricted to a few phases of the economy, such as construction. 

Governments, by means of taxation and public borrowing, 
come into possession of large quantities of purchasing power. 
This means that, in general, the government and not the individual 
spends the dollar. Under ordinary circumstances, government 
spending is not an additional sum, but only a channel through 
which part of the national income is diverted into public purposes. 
The compensatory, multiple, and acceleration effects of govern- 
ment spending, to be considered later, are not yet established 
facts. 

A public debt is not necessarily an economic evil. It may have 
been created for some investment purpose. On the other hand, if 
not handled properly, it may start a wave of inflation or deflation, 
either as it is being created or liquidated. 

TEXT QUESTIONS 

1. Discuss two ways in which the term ''expenditures” may be used 
in public finance 

2 What are real government cost payments'^ "Non-cost” pay- 
ments'^ 

3. In what way do increasing government expenditures as m a war 
period affect a country’s price leveP 

4. Discuss the effect of taxation upon the general price level. 

5 When a tax is imposed on a specific commodity, what is the 
effect on the price‘s On whom does the incidence of such a tax falU 

6. Upon whom does a tax on net income or excess profits ultimately 
falU 

7. What is the interrelation between the general level of prices and 
expenditures and taxes'^ 

8. Since it is impossible to devise a burdenless system of taxation, 
how should the tax burden be arranged? 

9. Trace the effect of government expenditures on any specific item? 
10, Discuss thoroughly the statement "A public debt is inherently 

an economic evil”. 

11 Cite a common criticism of the timing of government public 
works programs. 

12. Discuss the effects of a public works program in times of depres- 
sion and extensive unemployment. 

13. What were the basic provisions of Bill 2475 proposed by the 
Senate in 1928 but never passed? 
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14 Trace the trend of wholesale prices from the period of World 
War I to the present and compare them with the trend of govern- 
ment expenditures What does the comparison show? 

15. What action did the New Deal administration, which came to 
office in 1933, take to relieve the economic situation? 

16 State the four methods by which a state may raise funds and 
discuss the effects of each. 

lY. Discuss the use of enforced labor and gratuitous services by 
government. 

18. Discuss the use of public expenditures to redistribute wealth 
among the various economic classes 

19. What are the reverse influences that government outlays may 
have on the government itself*^ 

APPLICATION PROBLEMS 

1. Suppose the United States Government proposed to spend 
$5,000,000 in your city or local community to build a new federal 
building. Could you concretely explain the economic effects of 
the expenditure »among the various business interests? Would 
such economic effect be limited wholly to your community? 

2. A bought a Government Bond for $1,000 in May, 1920. It became 
due and payable on June 30, 1926. Calculate the advantage to 
A because of the change in price level. 


RESEARCH TOPICS 

1. It is proposed that the federal government spend some $4,000,- 
000,000 under the Marshall Plan during the 1950 fiscal year 
How is this money to be raised by the United States Government‘s 
How is it to be spent, and who is to do the spending? What 
economic effects is such expenditure likely to have both in this 
country and abroad? Is it likely to have any specific economic 
effect in your particular community? 

2 Select a particular expenditure of the United States Government 
and show how its effects may be different according to the various 
methods of raising the funds. Also show how its effects may vary 
with the difference in the price level or the stage in cycle as in- 
dicated by the BLS Wholesale Index Number of Prices 
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CHAPTER 6 

CONTROL OF PUBLIC EXPENDITURES 

Even the most casual inspection of federal, state, and local 
expenditures reveals that they have not only been increasing at 
a very rapid rate, especially during the last few years, but that 
they have been absorbing annually larger portions of the national 
income. In many instances, federal, state, and local government 
expenditures have increased faster than the growth of population 
and the accumulation of wealth. Such fiscal conditions cannot 
continue indefinitely. A government must necessarily take into 
consideration the ability of its citizens to pay in arranging its 
spending program. In the strictest sense of the term, it cannot be 
said that the state or government ever becomes insolvent or bank- 
rupt, but continued public deficits may result in inflation that may 
seriously embarrass the whole economy, or may even cause its 
collapse. This condition especially maintained after World War I 
and during the great depression of 1932-39. 

Is it possible that these fiscal conditions of government can be 
brought under some measure of control? What have all levels of 
governments done in the last few years to reduce their ordinary 
and other expenditures, and how effective have these efforts been? 
May these trends of government expenditures in general or in 
particular be expected to continue upward in the future as they 
have in the past? These and other questions will be considered 
in this chapter. 

Causes of Expenditure Increases. The main causes of in- 
crease of public expenditures are not difficult to discover. A brief 
consideration of these various causes may provide a basis for the 
formulation of policies or programs for their control. 

In general, public outlays for wars, past, present and future, 
have been absorbing the greater part of the federal government’s 
annual income, and, to a considerable extent, they have been 
responsible for the major increases in the total public expense. 
In the last few years about seventy cents out of each dollar spent 
by the federal government have gone for war purposes, either 
directly or indirectly. So far as all civilized nations are concerned, 
the actual cost of waging war alone, from 1793 to 1913, not includ- 
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ing expenses for defense in times of peace and interest on war 
debts, has been set at $24,000,000,000, of which Europe itself was 
responsible for $18,400,000,000. Eeduced to an average monthly- 
basis, so that the figures may be a little more comprehensible, the 
costs of previous wars during the periods of actual fighting in 
which the United States has been involved are as follows'^ 


War of 1812 
Mexican War of 1848 
Ciwl War of 1861-65 
Spanish-American War of 1898 
World War I of 1917-18 
World War II of 1943-45 


$ 3,858,839 

10,194,000 
72,460,854 
475,481,500 
1,190,802,700 
5,670,000,000 


The answer to this enormous public expenditure for war is 
international peace and armament reduction. To accomplish 
these ends, it will be necessary to create certain world machinery 
for international co-operation. World War I experience produced 
the League of Nations and the World Court, both of which, 
especially the League, failed. World War II paved the way for 
the United Nations and the United Nations Educational Scientific 
Cultural Organization, but these, too, have not been thus far 
especially productive of international harmony. Rumors and 
threats of World War III have sustained and, in many cases, 
have been the direct cause of substantial increased government 
expenditures. 

Another cause of the increase of public expenditures is th^ 
I rise of the general level of commodity prices as measured usually | 
j by the Bureau of Labor Statistics Wholesale Index Number./ 
Governments, like individuals, must pay more for goods and 
services as the general level of prices advances. On the other hand, 
governments, unlike indmduals and private corporations, are 
unable to adjust their needs quickly to the changes in the purchas- 
ing power of the dollar; hence, government expenditures are either 
sustained or greatly increased. This is an economic fact because 
the purchasing power of the dollar becomes less as prices rise, and 
therefore more money is needed to supply the current wants of 
government. It is partly for these reasons that, during periods of 
great price rises, governments have attempted to de-vise programs 
for economic controls. 

^The Chicago Tribune, June 21, 1942. Quoted by permission The average 
monthly expenditure for World War II -was calculated by the authors based 
upon the budgeted expenditures for the fiscal'years during actual fighting 
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The general tendency during a period of advancing prices is 
for expenditures and appropriations to increase faster than the 
various taxable bases. The consequence is that the rates of exist- 
ing taxes must be increased, or the tax bases re-evaluated, or new 
sources of income brought into use to supply the additional 
revenue needs of government On the other hand, a period of 
falling pnces rarely, if ever, is accompanied, at least immediately, 
by a decrease of government expenditures. In fact, as dunng the 
period from 1933 to 1939, a fall in the general level of commodity 
prices may be the very cause of an increase in public expendi- 
tures because the government may find it necessary to allocate 
more funds to such purposes as relief, unemployment benefits, 
public works, and other recovery projects. 

Furthermore, it takes a major operation under the determina- 
tion of a bold executive to secure substantial reduction in the 
public outlays In other words, it seems to be an established fact 
that when once a function gets on the budgeted pajToll of a 
government, political pressure and the inertia of custom make 
it most difficult if not impossible for it ever to be removed or even 
reduced. It is therefore always much easier to increase public 
expenditures than it is to reduce or to remove them 

When federal expenditures were nsing at such a rapid rate 
during the period from 1933 to 1939, charges of wasteful spending 
were made against the central administration. Numerous public 
demands were made that both taxes and expenditures be reduced 
immediately, that the budget be balanced, and that plans be laid 
to liquidate or to pay the public debt. It was charged that the 
fiscal policy was drawing much needed capital away from pro- 
duction, that it was wasteful, and that it was leading the country 
into another period of inflation similar to that of 1914 to 1920 
and later years. But, when attention was focused on the problem 
of expenditure retrenchment of the federal government, it was 
found that little or nothing could be done. The possible reduction 
of expenditures for the legislative, executive, and judiciary estab- 
lishments, without impairing their efficiency, was relatively in- 
significant. It has already been shown that their total expendi- 
tures are only a relatively small percentage of the entire budget. 
It then became necessary to choose between large public expendi- 
ture and curtailing the recovery, relief and rehabilitation pro- 
grams. Everyone realized that the country was passing through a 
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most difficult period, and it was hoped that the federal government 
was the agency that could lead the way. For these reasons the 
public either condoned or acquiesced in the mounting expenditures 
of the federal government diuing the period of recovery from 1932 
to 1939. Late in 1939, the entire fiscal program of the federal 
government was put on a war basis, which explains why the na- 
tional expenditure began to mount so rapidly at that time. 

Territorial expansion has also been an important factor in the 
increase of public expenditures, because any new foreign acquisi- 
tions require protection, school and police systems, development 
of the natural resources, and, sometimes, colonization. As an 
investment, it is very doubtful if any country has ever derived 
substantial return from its possessions that were non-contiguous 
to the mainland. 

The growth and density of population has always had a 
marked effect upon the nature of the increase of government ex- 
penditures. As the density of population becomes greater, the 
need for government regulation increases, resulting, as has been 
explained, in a condition of increasing per capita unit cost. Pro- 
vision must be made for health and sanitation, traffic must be 
supervised and directed, and expense must be incurred for numer- 
ous other social and industrial activities as population becomes 
denser. New bureaus, commissions, and departments must be 
organized to perform these important functions, and these entail 
considerable outlay of public funds. 

Capital expenditures for internal development from the road- 
building days of the Romans to the present have always been a 
major cause of great public outlays. The federal government has 
aided in the building or has actually built canals, railroads, high- 
ways, public buildings, houses, parks and playgrounds, and dams 
for power and irrigation, and has engaged intensively in re- 
forestation and in conservation of the natural resources. States, 
cities and other local units have likewise made similar heavy 
capital investments. The English government, mainly by issuing 
exchequer bonds and by exchange of stocks, has nationalized the 
telephone and telegraph lines, the coal mines, certain public 
utilities and power supply lines, and the Bank of England. 

Just how large is the dollar value of capital investment by the 
federal, state and local governments is very difficult to ascertain 
or even to estimate; but the sum is very large. The investment is 
not only increasing yearly at a very rapid rate, but the mainte- 
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nance and replacement expenses are very large. It will be ex- 
plained in subsequent chapters how the federal budget has lately 
been expanded to include capital expenditures. 

The influence of administrative inefficiency has always tended 
to cause the expenses of government to rise. Legislative bodies 
have been notoriously lax in their methods of voting appropria- 
tions. “Logrolling” and “pork barrel” tactics have resulted in 
much useless and wasteful expenditures. Appropriations and 
expenditures have frequently been approved by legislative bodies 
without full or adequate knowledge of the purposes for which they 
were made. The introduction of the budgetary system has had a 
salutary effect upon these practices. Since the people have become 
tax- and expenditure-conscious, many of these loose and waste- 
ful methods of appropriation by the legislative bodies may be 
eliminated, or at least curtailed, in the future. 

In the past few years, especially since public expenditures have 
reached such large proportions, considerable effort has been made 
to improve the administrative efficiency of all levels of govern- 
ment. Many cities have adopted the manager plan. In some 
cases, substantial savings in public expenditures have been made. 
A few states, notably Illinois and Maryland, have materially re- 
vised their government organization. The federal government has 
made some attempts, since the great depression of 1932-39, to 
eliminate or combine some of the numerous bureaus, commissions, 
and agencies, culminating m the reorganization acts of 1945, when 
Congress itself was to be streamlined along more efficient lines.^ 

War Price Control and Federal Expenditures. It is a well- 
known fact that any price change inflicts hardships upon certain 
economic groups. Pnce changes likewise affect the fiscal activities 
of the government because of changes in the purchasing power of 
the dollar. Therefore, it is not surprising that governments have 
made great efforts, especially during emergency periods, to sta- 
bilize prices and to control other phases of the economy. Such 
measures were adopted in the general public interest during World 
War II and in behalf of the government’s own fiscal policy. 

With full knowledge of the general behavior and effects of 
prices during a war period, chiefly during World War I, the 
federal government turned its attention to initiatmg a control 

^The Hoover Commission Report. New York: McGraw-Hill Book Co, 
Inc., 1949. 
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program even before the United States entered World War II. 
Some hundred or more federal agencies, chief of which was the 
Office of Pnce Administration, were organized to contend with the 
problems of controlling the economy dunng the war, and to devise 
plans of reconstruction after the conflict came to a close. One of 
these plans was contained in the Baruch and Hancock Report on 
“War and Post-War Adjustment Policies.” sy 

To ward off a spiral of prices and to lead the way toward eco- 
nomic control. President Roosevelt presented to Congress a 
seven-point program early in 1942. Among other measures, he 
recommended that a legislative plan or program be adopted 
whereby a large part of the excess purchasing power of consumers 
could be siphoned off by heavier taxation. At that time high 
wages and profits were responsible for the accumulation of pur- 
chasing power greatly m excess of available goods and services 
for consumption. Purchases on credit were also to be restricted 
under Regulation W, administered mainly by the various Federal 
Reserve Banks, and the payment of existing debts was to be en- 
couraged. To “soak” up the surplus purchasing power as much 
as possible and to aid m winning the war, everyone was urged to 
buy bonds direct from the federal government Perhaps the most 
important part of the President’s recommendations were the 
pnce-ceiling and rationing programs that were put into effect, 
first under the Office of Producers and Consumers Supply Agency 
by executive decree. Then later in 1942, the Office of Price Ad- 
ministration was organized under an Act of Congress to establish 
ceilings on certain retail and wholesale pnces, including wages, 
certain services, and rentals The rationing of virtually all es- 
sential commodities was also put into effect. It will be explained 
in a later chapter how general pnces during World War II re- 
mained fairly stable, or in some cases actually fell, whereas in 
World War I they rose enormously during the period of actual 
fighting. 

Government Spending Programs and Inflation. Dunng World 
War I, the federal government arranged to borrow principally 
through the banks In fact, the inauguration of the Federal Re- 
serve System was hastened in 1913-14 by President Wilson in 
order to expedite such loans. After a loan was authorized by Con- 
gress, the Secretary of the Treasury notified the Federal Reserve 
Board (later called the Board of Governors) of the sum needed. 
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The Board then allocated the loan among the various Federal 
Reserve Banks. These, in turn, called upon their member banks 
either to subscribe to the loan themselves or to sell the securities 
to their depositors, investment houses, corporations, and trust 
and insurance companies. 

On the surface, this plan seemed to be a simple and most ef- 
fective system of government borrowing. But the plan was not 
sound economically because of its great tendency to encourage 
inflation. The government secunties were made either negotiable 
to bearer or assignable to an assignee and could therefore easily 
be pledged as collateral, usually to a bank on a loan. This made 
them ideally suited for expanding the consunjer purchasing power 
by pyramiding credit. 

During World War II, the federal government greatly changed 
its fiscal policy by attempting to borrow more from individuals, 
corporations, and fiduciary companies and less from banks. Pro- 
visions were made for the issue of savings bonds especially de- 
signed for these purposes, designated as Series D, E, F, and G. 
Series D and E were intended primarily for the small investor, to 
be bought out of his current income. They were not transferable 
by any legal process In such instance, investors dealt only with 
the federal government. The investor was also limited in the 
amounts of these bonds which he could purchase in one year. 

The Series F and G bonds were intended primarily for larger 
investors Series F bonds were sold only on a discount basis of 74 
per dent, and were not transferable. The Series G bonds bore 
interest at per cent and were negotiable, hence transferable at 
the will of the owner.® 

In order to provide a means for the systematic accumulation 
of small sums for the purchase of defense savings bonds, the Post- 
master General arranged to sell defense savings stamps through 
all the post offices. These too were not transferable, and they did 
not yield an interest return. 

These methods of direct borrowing served two essential pur- 
poses. First, they had a matenal retarding effect on inflation. 
Second, they effected a wide distribution of the holding of govern- 
ment securities among the people. 

=See Annud Report of the Secretary of the Treasury ...for Fiscal Year 
Ended June SO, 19U, pp. 21 ff. 
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One further thought might be added in regard to fiscal activi- 
ties of the government as they relate to inflation. Higher prices 
always accompany a condition of economic inflation. During such 
a period, business is good with a resulting increase in the national 
net income. Many tax bases, such as excess profits and capital 
gains, depend for their existence upon a condition of economic 
inflation. A condition of inflation may therefore increase the sum 
upon which the government may levy a tax or borrow. In this 
manner, inflation may be one method of aiding in the financing 
of a war, as it is one method of discharging an internal debt. But 
this is hardly a valid argument for inflation. 

The plan of soaking up the current income of the people by 
taxation, to curb inflation, is of doubtful validity because addi- 
tional purchasing power is so easily created by p 3 n’amiding credit 
through bank loans. There are other and more effective means to 
this end. 

During an emergency, it is not advisable, or even good fiscal 
policy, to encourage the investor to put all his money in govern- 
ment bonds. A substantial part should be invested in private 
industry, which is necessary to war production and to individual 
consumption. Private industry was the source of virtually all the 
production of war supplies that the federal government used. To 
a large extent, government funds, denved through taxation or 
borrowing, are used to buy war supplies and are not invested 
directly in production equipment. This latter function is one that 
must be assumed largely by the private investor. 

Partly because of the unequal distribution of wealth and in- 
come, the costs of any emergency cannot or should not be met 
entirely out of taxation. The government must necessarily resort 
to borrowing, or deficit financing. If this borrowing is entirely 
within the country, it is doubtful whether the burden is shifted 
onto future generations. This matter of tax shifting will be dis- 
cussed more fully in a later chapter, but it should be mentioned 
here. 

When an emergency has passed, and the necessity for further 
borrowing has ceased, provisions must then be made for liquidat- 
ing the public debt. Sooner or later, general, prices fall which in 
effect is tantamount to an increase in the purchasing power of the 
borrowed dollar as the government redeems its bonds and other 
obligations. Usually the government borrowed the dollar during a 
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period of rising prices when its purchasing power was low. It later 
repays its debts when prices are low and the purchasing power of 
the dollar is high. The lender stands to gain in both transactions. 
During high prices he finds it easier to get the dollar to lend to 
the government, while during low pnces, when it is returned to 
him, he comes into possession of added purchasing power. Per- 
haps this difference should also be considered as part of the profit 
to the investor along with the rate per cent of interest which he is 
paid on the loan. This whole matter was raised by the British 
government after World War I when it came time for England 
to pay its debts to the United States. The contention was that 
the loan was received when prices were high and the purchasing 
power of the pound was low, and was to be repaid when prices 
were low and the purchasing power of the dollar was high. The 
British government contended that equal purchasing power should 
be repaid and not an equal number of dollars borrowed. But the 
loan later went into default and no part of the principal and 
interest has been paid. This ended a nice academic controversy 
between the Bntish and the United States governments. 

Expenditure Controls by State and Local Governments. Many 
states have done much to improve the efficiency of their govern- 
ments. Economies have been made in certain departments, but, 
in spite of these efforts, state expenditures have continued to 
increase. A few states, like Illinois, have reorganized their govern- 
ments on a more efficient basis. They have adopted plans for the 
consolidation of all activities into fewer departments, each super- 
vised by one head appointed by the governor and responsible 
to him. 

Indiana adopted a plan for the control of public expenditures 
that has been productive of good results. The Indiana law pro- 
vides that any ten taxpayers in a district may appeal from a 
proposed budget or bond issue, as prepared by local officials, to the 
State Tax Board. This Board has power to approve, to reject, or 
to reduce the amount of any budgetary item. The action of the 
State Board in reviewing local budget petitions and in ordering 
tax decreases has resulted in considerable saving to the local units. 
In 1929, for example, the State Tax Board of Indiana reduced the 
budgets of some 83 local districts by over five million dollars. 
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The following table shows the per cent of total reductions 
ordered by the Indiana State Board of Tax Commissioners.^ 


TAX REDUCTIONS ORDERED BY THE INDIANA 
BOARD OF TAX COMMISSIONERS 


Per cent of 
Reduction 

Number of 
Districts 
in Class 

Amount of 
Reduction 

Per cent of 
Number in 
Class 

No reduction 

308 


36 97 

0- 5% 

129 

$ 2,022,316 12 

15 49 

5.1-10% 

118 

3,970,640 51 

14 17 

10 1-15% 

79 

3,523,989 54 

9 48 

15 1-20% 

64 

2,825,141 19 

7 68 

20 1 - 25% 

43 

842,823 36 

5 16 

25 1 - 50% 

72 

4,974,112 57 

8 64 

Over 50% 

20 

462,774 93 

2 41 


833 

$18,621,798 22 

100 00 


These data show that reductions up to 10 per cent were made 
in 247 distncts by the State Tax Board, involving a saving of almost 
six millions of dollars, or over 55 per cent in the total number of 
cases that have been submitted for review. The balance, or 90 per 
cent of the reductions, involved 278 distncts They have effected 
a total savings of over twelve millions of dollars to the taxpayers 
of the state. 

In New Mexico there is complete centralization of state control 
of all local budgets and tax levies. By this plan, the local tax units 
are required to submit detailed budgets to the State Tax Com- 
mission, which has “power and is charged with the duty to amend, 
revise, correct, and approve the same.” Such authority virtually 
makes the State part of the local budget-making process by its 
reviewing and revising all items of expenditure either upward or 
downward. On the whole, this form of state control has been 
quite successful. In the last few years, it has permitted rather 
large increases in outlays for such functions as education and 
health. At the same time, it has held stationary the usual funds 
for administration, courts, roads, and other public institutions. 

Perhaps the most thorough-going examination of any local 
budget by the New Mexico Tax Commission is for the 900 school 

^Wylie Kilpatnck, Tax Control. Trenton: New Jersey Municipalities, 
December, 1931; January, 1932, p. 26. 
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districts of that state. A law was passed in the state that created 
county school budget coininissions. An auditor of the educational 
budget IS named by the Governor of the State as a member of the 
county school budget commission He is charged with the con- 
tinuous task of analyzing school costs and of making personal 
tours each year of all the counties. The State Tax Commission 
usually takes this auditor's report as a final statement of the 
financial affairs of the local school district. 

By exercising a careful control over the selection of all sources 
of income, assessments, and levies, the State Tax Commission of 
New Mexico has also done much to stabilize the tax burden. The 
state law has been amended to allow the tax commission to regu- 
late local bond issues and indebtedness. 

Oregon has approached the problem of control from a slightly 
different angle. Here control is exercised through the county, 
which has been made the unit of administration Before the certi- 
fication of any levies, all annual local budgets must be submitted 
to the County Tax Supervising Commission for thorough analysis, 
review, bearings, and revision. The Commission’s objective is not 
only to reduce taxes, but to go behind formal budget making to 
ascertain what administrative methods and systems are conducive 
to efficient handling of public funds and functions. 

This Oregon plan of control has been markedly successful The 
savings in taxes have amply justified the work of the commission. 
Tax reductions that have been ordered by the commission are 
given in the following table: 

REDUCTIONS ORDERED BY THE MULTNOMAH COUNTY 


TAX CONSERVATION COMMITTEE, 1922-31 


Year 

« 

Amount of 
Reduction 

Per cent of 

Local Budget 
Reduced by Order 

Annual Per cent 
of Increase of 
Tax Levies 

1922 

$608,409 36 

5 89 


1923 

536,670 06 

4 74 

10 95 

1924 

668,643 30 

6 25 

7 09 

1925 

836,745 37 

7 42 

4 27 

1926 

267,919 28 

2 23 

12 53 

1927 

213,795 46 

1 57 

13 72 

1928 

169,740 91 

1 16 

8 11 

1929 

306,959 18 

2 04 

2 23 

1930 

259,427 22 

1 70 

1 46 

1931 

194,475 46 

1 24 

3 52 
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These data show that the reduction of local budgets was most 
rapid during the first four years of its operation. As the control 
was developed and as earlier recommendations were put into 
practice, fewer changes became necessary. During later years, 
the percentages of tax increases showed a decided decrease. This 
indicated that many economies decreed by the commission were 
adopted by the tax districts themselves before they submitted 
their budgets for consideration. 

By adopting plans of reorganization, effecting economies, and 
paring the budget, the federal government has followed the states 
and has made special effort to reduce its expenditures. In 1939, 
Congress had under consideration a drastic plan for reorganization 
of all departments and for the elimination of certain commissions 
and bureaus. But not much in the way of savings was expected 
by this means. The expenditures for the actual operations of 
government are not great when compared with the social func- 
tions. While reorganization of government with economies as a 
goal IS highly desirable, the only way to clip millions of dollars 
from the federal budget has been to reduce expenditures for relief, 
unemployment, and other social functions The choice therefore 
lies between continuing these social expenditures on a large scale, 
with a large budget, and reducing outlays for these new govern- 
mental functions. Congress and the President, however, have 
attempted to abolish or to consolidate certain departments, 
offices, boards, commissions, and agencies, and to fix the line of 
responsibility for those in charge, to grant longer tenure to office- 
holders, and to abolish boards constituted for purely adminis- 
trative purposes. 

The subject of distribution of expenditures and of revenues 
between the federal, state and local governments will be dis- 
cussed more thoroughly in another chapter. As a measure of 
fiscal economy, the importance of this subject can scarcely be 
over-emphasized. If properly and intelligently done, such distri- 
bution may form the basis for great savings in public expenditures. 
Outlays should be allocated to that unit of government which can 
make them most efficiently. The federal and state governments 
have made some headway in this direction during the past few 
years, although the exigencies of the times have prevented any 
real scientific solution of this important problem. Each has been 
literally grabbing for revenue from whatever source it is possible 
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to get it, often disregarding the evils of multiple and double 
taxation. 

In many cases, the further expansion and even reduction of 
public expenditure has received the senous attention of the tax- 
payers themselves. The taxpayer has become so expenditure- 
conscious that any act of the government which is likely to involve 
outlay of funds will command his attention. In addition, certain 
limitations, either by legislative enactment or by constitutional 
provision, have been imposed. The usual practice is to fix a 
maximum tax rate by law, although this method of expenditure 
control has not been very successful because the burden can easily 
be shifted to debt or to assessment. If more money is needed, it 
is generally quite easy for officials to float some Mnd of public 
security or to increase the property valuation. In either case, 
legislative or constitutional control of public expenditures has not 
been completely successful. In some cases, with more or less 
doubtful results, taxpayers have formed associations to remon- 
strate against further tax and expenditure increases. 

Perhaps one of the most eflfective methods of expenditure 
control has been the introduction of the budget system. Wherever 
the budget is used, government officials are required to make in 
advance a careful estimate of all expenditures, which they cannot 
exceed. At the conclusion of the fiscal year, they must account 
for all funds that have come under their control, subject to post- 
audit examinations. The budget system has been responsible for 
placing some limitations upon the expansion of public expendi- 
tures. It has contributed to a more eflBcient use of public funds. 
The budget in all its phases will be discussed in detail in later 
chapters. 

Tendency of Control. The problem of control of public expen- 
ditures seems to be partly at least a matter of distribution of 
functions, of resources, and of responsibilities among the units of 
government that are in a position to administer those outlay* 
most efficiently. Because of the constant tendency toward 
centralization of government, control over public expenditures has 
followed a similar line of development. Many recent problems, 
such as those pertaining to agriculture, unemployment, old age, 
relief, health and industrial conditions, have assumed such 
national importance as to require administration by the federal 
government. The states and local units cannot handle these 
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problems unaided. Accordingly, Congress has authorized the col- 
lecting of revenue from its wider sources of income and has made 
allocations to state and local units, but always under certain 
restrictions as to its use. 

Just as the federal government exercises considerable control 
over the expenditures of the states, so the latter supervise, in 
most cases very rigidly, the fiscal affairs of the local units. In the 
past few years, there has been a marked development of state 
control over local tax administration, public utilities, labor organi- 
zations and employer-employee relations, financial institutions of 
all kinds, public expenditures for health, sanitation, defectives, 
delinquents, dependents, and highways. The tendency to centrali- 
zation of control by the states over the public expenditures of the 
local units has seemingly gone in two directions: first, actual 
assumption of certain functions that were formerly performed by 
the county, township, or municipality; and second, rigid super- 
vision over all their fiscal activities The states not only supervise 
local tax levies and budgets, but they also exercise some control 
over the amounts and purposes for which the funds are spent. 

As social and mdustnal problems assume a more national 
character, it is but natural that centralization of government and 
control shall tend to concentrate into the higher units Since no 
clear demarcation can be made between the duties that should be 
performed by one form of government and the other, a completely 
satisfactory division of expenditures is not possible. About as 
close as it is possible to get to a true distribution of expenditures 
among the various units of government, is when such distribution 
IS made according to the public interest and efficiency, the avail- 
able natural resources, and upon the basis of responsibility for 
certain pressing public needs. The more general and urgent the 
public need, the more likely that it should be assumed by either 
the state or by the federal government The command over great 
natural resources as a means of income may put the responsibility 
ultimately upon the federal government, as for instance, in the 
construction of great dam and reclamation projects. In many 
cases, the state or local units either cannot, or will not, provide 
certain much needed public improvements. These can be sup- 
plied only by joint undertaking with the federal government, or 
by it alone. Because of the great weight of certain public expen- 
ditures, such as dam sites and irrigation projects, states have, by 
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the consent of Congress, entered into compacts to effect a better 
division of the burdens of such expenditures. 

Obstacles to Control Program. The need for a control pro- 
gram becomes obvious when it is realized that public expenditures 
have been increasing more rapidly than the total wealth of the 
country and faster than the growth of population. In many in- 
stances, the total assessed valuation of property for taxation pur- 
poses has increased at a much slower rate than the amounts taken 
in taxation. This is especially true of general property taxes as 
used by most states and by all local and municipal units. 

The general idea of control of public expenditures is relatively 
new . It presents a real challenge to tax officials; but it is an inno- 
vation that should be incorporated in any financial program of 
government. In approaching this subject, the idea should be dis- 
missed that expenditure control necessarily means less govern- 
mental service. It may not be possible to make substantial re- 
ductions in the expenditures for the legislative, executive, and 
judiciary, and maintain their efficiency. It may not be feasible to 
curtail very much the amounts spent for the social functions. It 
may be more difficult or less feasible to increase the tax rates or 
valuation. But a government should be ever alert for wasteful 
and unnecessary expenditures. 

In the main, the success of expenditure control rests on getting 
the same flow of services for less money by eliminating or reducing 
certain extravagances of government In other words, reduction 
of governmental costs by expenditure control should be achieved 
pnmarily through administrative efficiency. 

One of the greatest obstacles to the inauguration of a program 
of control is the confused mass of local governments in the United 
States. There are over 155,000 taxing distncts in the United 
States, divided as follows:® 


The nation 

1 

The states 

48 

Counties 

3,050 

Incorporated places 

16,220 

Towns and townships 

18,919 

School districts 

108,579 

Other units 

8,299 

Total 

155,116 


®U. S. Census Bureau, Governmental Finances in the United Stales (Wash- 
ington, D. C.; U S Printing Office, 1942), p. 115. 
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Counties, townships, school districts, and municipalities are 
creatures of the state. All these units have the power, as con- 
ferred by statute or constitutional provision, to make budgets, to 
levy and collect taxes, and to make expenditures. Furthermore, 
special tax districts may be created for particular purposes, such 
as drainage. It has been estimated that these raise the total in 
the United States to 175,000 taxing units. Such decentralization 
of government does not lend itself to tax and expenditure control. 
Duplication of levies and expenditures is frequent, and the ad- 
ministrative efficiency of such districts often leaves much to be 
desired. Moreover, it is a well-known fact that many tax bases 
can be used most effectively only by the larger units of govern- 
ment. Also it IS difficult to introduce a program of control where 
the units are both numerous and small. Frequently, therefore, 
several such districts are combined into one unit solely for ad- 
ministrative purposes. 

The second difficulty often experienced m setting up expendi- 
ture control in local units is the absence of concentrated financial 
responsibility. Each unit, whether county, township, munici- 
pality, school or special district, has authonty to levy taxes, to 
plan expenditures, and to borrow money. Since there are hundreds 
of these units, it is difficult, if not impossible, to devise an ade- 
quate system for checking on all these financial programs. Ac- 
cording to current theory, the taxpayer does make the check; but 
in fact, he has neither the time nor the training to check on such a 
multiplicity of units. A commission of highly trained experts 
devoting all its time to a study of the local units would be required 
to manage this problem. The New Mexico plan, already discussed, 
very closely approaches this method of supervision. 

A third difficulty is the faulty allocation of functions. The 
present distnbution of functions among the various governments 
IS not founded upon a rational basis, but upon accident of growth 
and possibly upon imagined practicability. There is no unit of 
government in the United States that is not performing one or 
more functions that could be more efficiently done by another. 

In the past, notorious indifference was shown to the quality 
of the personnel in charge of the affairs of government and to the 
efficiency of administration. Anyone who had sufficient political 
influence to be elected to office was put in charge of important 
affairs of government, with the result that in one way or another 
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much of taxpayers' money was wasted. With an incompetent 
personnel there was little opportunity for the introduction of a 
program of expenditure control. 

Considerable attention is being given to the improvement of 
government personnel, either by a better system of selecting em- 
ployees or by requiring them to tram for public service. The 
United States Civil Service Commission has had considerable in- 
fluence in bringing into federal offices a highly trained and more 
efficient group of employees. It is difficult to over-estimate the 
saving in government outlays and the greater efficiency in ad- 
ministration that this highly trained personnel has injected into 
the public service. 

Special schools are being organized to offer instruction to those 
who wish to train especially for government service. Because of 
the prospective saving to the government, such instruction might 
very well be provided at public expense. This school idea has 
been extended to include property assessors, policemen, firemen, 
and teachers. Many states have established normal schools, col- 
leges, and universities for the purpose of training those who wish 
to teach in the public schools. In many instances, boards of 
education refuse to hire or to retain teachers who do not possess 
the specialized training that especially equips them for their work. 

The last obstacle to the inauguration of an expense control 
program to be mentioned is a belligerent attitude on the part of 
some people in regard to home rule. The extreme advocates of 
home rule insist upon keeping within local control all the functions 
ever exercised or acquired, whether by accident or tradition, 
despite the logic of a change. This point of view is a remnant of 
local sovereignty and of the insistence upon the right of self- 
government. Under such circumstances, there is little possibility 
of inaugurating reforms in government and of securing the benefits 
of reorganization. 

Tax and Debt Limitations. The concept of debt limitation, 
mentioned earlier, needs further discussion. Because of their re- 
spective sovereign powers, the federal and state governments 
have no absolute debt or tax limitations. The limitation on the 
amounts that the Executive may borrow from time to time, 
through the Secretary of the Treasury, is fixed by Congress. 
During World War II, the upper limit was fixed at three hundred 
billions, later reduced to two hundred and seventy-five billions. 



128 


Public Finance 


[Ch. 6 


States do have debt and tax limitations, but these have been 
self-imposed by statute or constitution. Because of a constitu- 
tional prohibition, the federal government cannot impose export 
duties. It can levy direct and indirect taxes only according to a 
certain prescribed manner, but there is no limitation as to the 
amounts that may be taken in any case. The constitutional 
limitations on the right of the states to tax are also very few. No 
state may levy export or import duties beyond what is needed to 
pay costs of inspections. Both for the federal government and for 
the states, the constitutional right to borrow seems to be un- 
limited, except by the proviso that the borrowing must be done 
for public purposes. 

Since all local governments are subunits of the state, the latter 
has, by statute, granted to counties, townships, cities, schools, 
and special distncts, the right to levy certain prescnbed taxes and 
to borrow within certain limits; and it has generally reserved the 
power to supervise and control both their expenditures and their 
fiscal activities Therefore, a study of tax and debt limitations as 
methods of public control is almost entirely limited to those im- 
posed by the vanous states on their respective local units. 

As a rule, the states impose tax limitations upon their sub- 
ordinate governments. The most common method is by the re- 
stnction of tax levies to a specified millage rate of assessed valua- 
tion of property in a distnct, or by a provision that the amount 
raised for any one year shall not exceed by more than a fixed 
percentage that collected in the previous fiscal period. As will be 
noted later, these restrictions have not been notably effective be- 
cause they are too easily evaded by tax officials 

Most states, notably Oregon, Indiana, and Ohio, have placed 
limits, either by statute or by constitutional provision, upon the 
authonty of local governments to incur debt. These limitations 
vary according to the number and importance of the functions. 
The state may exercise both direct administrative supervision and 
statutory control over the power of the local unit to incur local 
indebtedness Under this form of control, the most common ar- 
rangement IS a specific percentage limit based on the assessed 
valuation of taxable property in the distnct. The percentage 
limits may vary from 5 to 10 per cent, with frequent exemptions 
relating to special assessments and debts that have been incurred 
for emergency cases. The state may also exercise control over such 
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other fiscal matters of the local government as marketing of se- 
curities, the creation and administration of sinking funds, the life 
of bonds, and the payment of interest and principal on outstanding 
indebtedness. 

The extent of this supervisory power varies from state to state. 
It usually includes, however, a provision that the state shall 
gather, analyze, and publish statistical information on local 
finance. This service is of importance because it tends to fa- 
miliarize the taxpayers with local tax rates, bonded debt, and 
budget items. The state may also make periodic audits of ac- 
counts at the expense of the local government, prescribe modem 
accounting systems for local governments and lend assistance in 
their installation, prepare appropriate budget forms and pro- 
cedures and aid in their installation, and conduct efiieiency stu- 
dies upon request of the local governments. 

In Colorado, for example, the plan of tax limitation provides 
that the amount to be raised for any one year shall not exceed by 
more than 5 per cent the amount collected for the preceding fiscal 
period. If this maximum is not sufficient to meet the demands of 
governments, the local official may petition the state tax com- 
mission for an increase. If the commission refuses, the question 
may be submitted to the voters of the taxing district. Experience 
has shown that, when the commission refuses a necessary increase 
and the matter is referred to the voters, it nearly always carries 
by the necessary plurality. 

The Indiana plan for tax and debt limitation is almost wholly 
contained in an act of August 8, 1932. This act provides for the 
creation in each county of a board of tax adjustment. The law 
provides that this board shall hold meetings each year and shall 
have the power to revise, change, and reduce the tax levy of any 
district within its junsdiction The law fixes the maximum tax 
levy for any district at $1.50 on each $100 of assessed property, 
except when the board shall deem it advisable to allow a higher 
rate. In such case, any ten taxpayers of the district may appeal 
the case to the state tax commission whose findings are final. The 
right of appeal is therefore granted, under the act of August 8, 
1932, when the local county board of adjustment fixes a total rate 
in excess of that which is fixed by the law. 

The law of New Mexico places a limit, for state purposes, of 
5/4 mills on the dollar assessed valuation of all taxable property, 
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and a limit of 5 mills for county purposes, exclusive of schools and 
highways. A 2-inill tax limit is placed on levies for the construction 
and maintenance of state highways. The maximum rate of tax 
for all general county school purposes is 18 mills on the dollar; and 
for city, town, or village, and special school district, the maximum 
is 5 mills. No county, city, town, or village in New Mexico may, 
in any one year, levy a tax that will produce revenue in an amount 
in excess of 5 per cent more than that raised in the preceding fiscal 
period, except with the approval of the state tax commission. 
Under the New Mexico law, it is illegal for any county, city, town, 
or village to become indebted to an amount in the aggregate, 
including existing indebtedness, exceeding 4 per cent of the as- 
sessed value of taxable property within the district. All bonds 
must be approved by the state tax commission as to time of issu- 
ance, and form and rate of interest that they may carry. 

Ohio has had a variety of experiences with tax and debt 
limitation, and now has one of the most comprehensive sets of 
laws on this matter to be found anywhere. The first enactment 
of the state of Ohio was the so-called “Smith One Per Cent Law.” 
In this law, the legislature attempted to impose a limitation on 
the taxes that could be raised by all the distncts of the state. The 
history of the Smith law shows that, instead of decreasing taxes, 
it actually increased them. Its main shortcoming was that it 
failed to provide bond limitations along with the tax limits. 

In 1921, the “Griswald Law” was passed which provided 
definite limits on the amount of bonds that could be issued. In 
1925, the legislature passed the “Krueger Act,” which required 
that all bond issues be accompanied by an extra levy of taxes out- 
side the present 15-mill limitation to pay principal and interest. 
The present legislation was passed in 1927 and is very compre- 
hensive. The present law in Ohio also provides that no rate in 
excess of 15 mills shall be levied on any taxable property within 
the state. In the event that it becomes necessary to exceed this 
limit, it can be done only by the consent of the qualified voters 
of the district. 

The state of Ohio also has a comprehensive law on debt limi- 
tation. Without a referendum, the net indebtedness of any 
county cannot exceed 1 per cent of the first $100,000,000, or part 
thereof, of the tax list, plus .5 of 1 per cent on all property in 
excess of the above sum. The total net indebtedness created or 
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incurred by any county shall never exceed 3 per cent of the first 
$100,000,000, or part thereof, plus 1.5 per cent of all property in 
excess of above total sum. The net indebtedness that is created or 
incurred by a municipal corporation in Ohio, cannot exceed 1 per 
cent of all assessed property within its jurisdiction without a refer- 
endum. The net indebtedness by any municipal corporation shall 
never exceed 5 per cent of the total assessed value of aU taxable 
property. The law provides also that no school district can, with- 
out a vote of the people, incur net indebtedness in excess of .1 per 
cent of the total value of all property within its jurisdiction as 
assessed for taxation. In no case shall the net indebtedness of any 
school district exceed 6 per cent of its total assessed property. 
The law further provides that, unless the state tax commission first 
approves, bonds shall not be submitted to popular vote in an 
amount that will make the net indebtedness after the issue exceed 
4 per cent of the assessed value of the property within the district. 

Further, the Ohio law provides for a county budget commis- 
sion that is empowered to examine the respective county budgets 
and ascertain if the following levies have been properly authorized: 

(1) All levies outside the 15-mill limitation 

(2) All levies for debt charges that are not included in the 
15-mill tax 

(3) Tax levies for the equalization fund of the county schools 

(4) The minimum board of education levy for current expenses 

The Ohio State Tax Commission is the body of last resort for 
all local fiscal problems, including county budgets. It has power 
to modify any action of local commissions with reference to the 
budget, including the estimate of revenue, and the fixing of rates. 
In no case is the commission authorized to place levies outside the 
15-mill limit or to reduce any revenue below the minimum that 
has been fiixed by law. 

In conclusion, it may be said that increasing burdens of taxa- 
tion and continued mounting of public expense make imperative 
the quest for means of economy. As yet no one has hit upon a 
single plan or remedy. In case of local units, uniformity of 
accounting and budgetary measured are indispensable if the state 
is to institute a system of control. Moreover, a successful plan 
must include both tax and debt limitations. Experience has shown 
that it is fruitless to attempt to control one without imposing 
limitations on the other. 
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In regard to reviewing boards, there are at present two general 
plans. One prescribes a review by a central state authority; the 
other by a local county commission. As yet, no one has attempted 
to combine these two This experiment might be worth trying 
In any case, a successful reduction of present burdens must be 
accomplished largely by raising the general level of efficiency of 
government administration. 

Summary. The main causes of increase in public expenditures 
are social functions of government and catastrophes, such as wars 
and depressions. General price rises also cause expenditure in- 
creases because of the decrease in purchasing power of the dollar 
and also because of the abundance of available revenue. When 
a government assumes an additional expense, such as for a social 
function, it is very difficult later to reduce or to eliminate it. 
Because of the close association of price increases and war, the 
federal government inaugurated a system of economic controls as 
soon as World War II began, even before the United States be- 
came involved as a belligerent country. The extent to which these 
economic controls prevented general prices from rising was an 
important factor in the saving in government expenditures. Dur- 
ing World War I, the federal government borrowed largely through 
the banks. That method proved inflationary. Ip World War II, 
to avoid that inflationary possibility, the federal government 
attempted to borrow a larger proportion of its needs directly 
from the people. Several different kinds of secunties were issued, 
notably the war bond series, to serve this purpose 

Many states and local units have also instituted certain 
measures for the control of expenditures. These measures chiefly 
take the form of debt and tax limitation, both by statute and 
constitutional provisions. All these units of government have 
instituted budgetary systems, which are proving to be very 
effective methods of expenditure control. 

Expenditure control is not without its obstacles. One difficulty 
is the problem of effecting a proper distnbution of functions and 
of sources of revenue among the vanous units of government. The 
inertia of local self-government also plays its part. The local unit 
of government is very loath to surrender any of its functions or 
sources of income. 



Ch. 6] Control of Public Expenditures 133 

TEXT QUESTIONS 

1 What are the main, causes of increase of public expenditures? 

2 Why may a fall in the general level of commodity prices cause an 
increase in public expenditures? 

3 Explain the statement, “It is easier to increase public expenditures 
than it is to reduce or remove them.” 

4. What was the first federal office organized to carry out the price 
ceiling and rationing program in World War II How was it 
created? 

5. How was federal borrowing principally carried on in World War I? 

6. Explain the purpose of Series D and E bonds? Of Series F and G. 

7 What were the two essential purposes of these methods of direct 
borrowing? 

8 How may inflation aid in financing a war*? 

9. What was the argument between England and the United States 
regarding payment of the British debt after World War I? 

10. Explain the Indiana plan for the control of public expenditures. 

11. What IS the objective of the County Tax Supervising Commis- 
sion in Oregon? 

12. What is one of the most effective methods of expenditure control? 
Why? 

18. How many taxing districts are there in the United States includ- 
ing special tax districts? 

14. What are some difficulties encountered in setting up expenditure 
controU 

15. What is the absolute -debt or tax limitation of the federal govern- 
ment? Of the state governments'^ 

16. Can the federal government levy export duties? Why? 

17. How do states impose tax limitations upon their subordinate 
governments? 

18. What is the Colorado plan for tax limitation? 

19. What was the “Smith One Per Cent Law”? 

20. Explain the work of the Ohio State Tax Commission. 

21. What are the two general plans in regard to reviewing boards in 
use today? 

APPLICATION PROBLEMS 

1. Do you believe that a better control could be had over public 
expenditures by providing a better distribution of income between 
borrowing and taxation during a period of deficit financing? In 
what proportion should this distribution be made? 

2. In preceding chapters we have shown the total annual expendi- 
tures of the United States Government during the Great Depres- 
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sion cycle from 1929 to 1939 and the BLS Wholesale Index 
Numbers of Prices for that period. Plot these two sets of data on 
the same sheet of graph paper. Can you explain the behavior of 
the expense curve in relation to the price curve? Do you believe 
that this interrelationship constitutes a cause of government ex- 

[ penditures? 

[RESEARCH TOPICS 

1. Visit your local banker or investment broker and secure data as 
to the difference between the methods of borrowing by the federal 
government during World War I and World War II. Do you 
believe that these two methods had different effects on expendi- 
tures and hence on control? 

2. Make a brief study of the federal expenditures on the develop- 
ment and control of the Philippines, Hawaii, and Alaska. Can 
you draw any conclusions in regard to such expenditures and the 
benefits received? 

3. Consult the federal and your latest state budgets and specifically 
consider the reduction of any proposed expenditures. You must 
bear in mind at all times that the efficiency of the particular 
agency must not be unduly impaired. 
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INTERGOVERNMENT FISCAL RELATIONS: 
GENERAL ASPECTS 

During the past few years, the fiscal relations among the 
federal, state, and local governments in the United States have 
become exceedingly complex. It has been only recently that such 
fiscal relations among these three grades of governments as bor- 
rowing and lending, allocation of public funds, and distnbution 
of expenditures and sources of income, have become so important, 
largely because of heavy public outlays. At present, each of these 
units of government imposes many taxes upon the same sources 
of income; and, from time to time, each has given considerable 
financial assistance to the other. These fiscal conditions arise, in 
part at least, out of certain inherent characteristics of the three 
great divisions or levels of government. 

As was explained in another chapter, there is a division of 
political power between the federal and state governments that 
compels a distnbution of functions, expenditures, and sources of 
revenue. There is a rather definite sphere of influence within which 
each of these two major units of government operates. 

The purpose of this chapter is to present the general pnnciples 
of these interfiscal relations, and to suggest a better distribution 
of government functions, expenditures, and sources of revenue so 
as to eliminate or mitigate fnction among these units. A better 
understanding of the nature and scope of these mterfiscal relations 
may aid these units of government m achieving greater efficiency 
of operation. These matters are therefore of great importance m 
the problems of modern public finance. 

Distribution of Expenditures. Because of the political distri- 
bution of functions among federal, state, and local governments, 
each unit must necessarily assume certain expenditures that are 
related to its own peculiar responsibility. If the functions involve 
the general welfare of the country as a whole, such as the health 
of the people or protection from outside invasion, the financial 
burden should fall mainly or wholly on the central government. 
Also, the burden may be too great for the local units to handle. 
On the other hand, if the expenditure is limited in character and 
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affects only small units, such as schools, road building, internal 
improvements, and the construction and operation of public 
utilities, it should be assumed primarily by the local government. 

A further distinction might be drawn as to the extent of 
technical supervision and adaptation to local conditions that the 
service may require. So widely diversified are economic conditions 
in this country that one section might require an expenditure for a 
purpose that does not exist in another part; and, unless it can be 
shown to affect the general welfare, it should be supported from 
local revenue only. No hard and fast distinction can be drawn 
between public expenditures that should be met only by the central 
government, and those that should fall on the local units; certainly, 
because of their constantly changing character, no permanent 
categorical list may be compiled for each. 

Distribution of Sources of Income. The necessity of distri- 
buting functions and expenditures among the federal, state, and 
local governments constitutes the basis for the allocation of 
revenue among these units. If a unit of government must assume 
public expenditures, it must also be provided with sources of in- 
come. The questions then arise: Are all forms of taxation and 
sources of income equally available to the federal, state, and local 
governments? Is any particular unit of government able to use 
all forms of taxation, or other sources of income, as efficiently and 
as successfully as some other unit might use them? These two 
questions must be answered in the negative. 

The main source of income, at least to the majority of states 
and to all local governments, is the general property tax.^ At 
times the federal government has attempted to supplement its 
income by imposing a levy on general property, but these efforts 
brought such unsatisfactory results that they are not likely to be 
repeated. A few states, such as Illinois, have discontinued en- 
tirely the use of the general property tax as a source of income, 
except for local purposes. These states have resorted to other 
sources of income, such as sales, inheritance, income, and corpora- 
tion taxes, without impairing their total incomes. The general 
property tax is employed satisfactorily by all the local units as 
the principal source of income; but the larger the area included, 

*No attempt is made here to present a history or theory of the general 
property tax. This subject wiU be treated fully m Chapter 21. Only sufficient 
facts will be given to show by which unit of government it can best be used. 
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the less useful and equitable this source of revenue becomes. The 
reasons for such limitations on the use of the general property tax 
are not far to seek. 

The general property tax is a levy imposed upon all forms of 
personalty and realty, tangible and intangible, that the owner 
possesses. As the law defines the general property tax, all the 
owners’ property is grouped together for purposes of taxation. 
The first problem therefore becomes one of equity among the 
taxpayers. The first and principal difBculty seems to lie in the 
lack of uniformity of evaluation of the property for taxation pur- 
poses. The larger the area covered, the greater are the variations 
in assessed values placed upon the property of the taxpayers. If 
it is difficult to secure uniformity of assessment of general property 
in a small tax district, like a township where only a few assessors 
are employed, the problem of equality among numerous taxpayers 
becomes vastly greater, if not insuperable, should a large govern- 
ment unit, like the state, attempt it. 

The tax experiences of Indiana may be used as a concrete 
illustration of the problems just discussed. Indiana uses the 
general property tax as one of its principal sources of revenue. All 
assessments are made by township assessors. These local units 
also collect the taxes. The state gets its income from general 
property by “tacking on” to these local rates an additional per 
cent. A tax survey of Indiana showed that there was not only a 
wide variation in the assessed values of adjacent pieces of realty, 
but also that such conditions existed in every part of the state. 
The valuation of property in the southern part of the state was 
uniformly nearer the market price than it was in the northern 
part, yet each section was taxed for state purposes at the same 
rate. It was a case of imposing a uniform rate on an unequal 
valuation, which resulted in inequitable distribution of the burden. 

In the light of the above facts, it seems clear that the general 
property tax cannot be used so successfully by the state as by the 
local units, and not at all by the federal government, although it 
is perfectly constitutional and legal for the latter unit to use it. 
It fails as a source of income to the upper tmits of government 
because of administrative difficulties and because of inequities 
among the taxpayers. 

But this same rule does not apply in the case of certain other 
tax bases, such as income. The larger the unit of government, the 
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more efficiently can the income tax be used. The reason for such 
difference lies in the fact that the federal government is able to 
reach a greater proportion of the incomes of the people than can 
the state. Many of its citizens derive incomes from investments 
outside the border of the state, which the federal government is 
better qualified to reach. This very fact has caused the states to 
tighten their income tax laws so as to reach a greater proportion 
of the revenue from this source. At present, the Missouri income 
tax law requires the taxpayer to include a copy of his federal 
return along with his state income return. The purpose of this 
requirement is to enable the state to check the taxpayer’s income 
report against that of the federal government. This is an admis- 
sion by the state that the federal government is in a better position 
to secure a more complete return on the total incomes. 

One of the best examples of the advantages the central govern- 
ment has over local units in collecting certain taxes is to he found 
in the state of New York In New York, all taxes on distilled 
spirits were collected by local units until 1896. In 1895, a total of 
$2,921,268 was received from this source In 1896, the Liquor 
License Law removed the administration and collection of these 
taxes from the local units and placed it in the hands of the state. 
During the first year of central administration, the state collected 
$10,663,882. The law provided that, after costs for collection had 
been deducted, one third of the net amount should be retained 
by the state, and the other two thirds should be distnbuted 
among the local units in proportion to the amount each had con- 
tributed. Of this net sum in 1896, the local governments received 
$7,109,254, or about two and a half times as much as they re- 
ceived under local collection. 

The state of New York collects the taxes on real property 
mortgages, personal income, and licenses of real estate brokers 
and salesmen, and divides the net sum with the local units in 
proportion to the amount received from each source. The state 
also collects the levies on gasoline and motor vehicle registration, 
allocating to the local units 25 per cent of the revenue, and collects 
the taxes on franchises and corporations, allocating to the local 
units 33M per cent. 

Allocation of Revenue. For equitable reasons, which have 
already been explained, the state and federal governments cannot 
use the general property tax On the other hand, the federal 
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government can more effectively and more efficiently levy on in- 
comes, certain excises, estates, corporations, imports, and in- 
heritances. Ultimately, it should become possible to distribute 
among the vanous governments the various forms of taxable 
sources. Such a separation and distnbution of sources should 
make for greater efficiency of management of the tax system. It 
should also result in greater equity among taxpayers. 

In general, there are three types of fiscal relations that may 
exist among federal, state, and local governments. First, taxes 
may be assessed and collected by local units and part allocated to 
the superior governments. The state or central government, for 
example, merely adds its per cent onto the local rate. In theory, 
this procedure is both logical and reasonable, because the local 
unit is nearest to the property to be taxed. It already possesses all 
the necessary fiscal machinery. This applies particularly to the 
general property tax. In practice, however, it fails because it does 
not make for equity among the taxpayers It will be recalled that 
the general property tax is the principal source of revenue for 
local units The problem of equity among taxpayers becomes 
difficult when this form of income is used by the central govern- 
ment. This procedure of local assessment, collection, and alloca- 
tion to the state has been widely used in the United States where 
the general property tax prevails, but the results have been un- 
satisfactory. There is now a strong movement to abandon col- 
lection of revenues for state purposes by local governments. This 
whole problem of separation of tax sources among the various 
grades and types of governments has not been developed very far, 
and it should receive further study. 

In the second type of fiscal relation, taxes are assessed and 
collected by the central government and part of the income is 
allocated to the local units. This method of distribution from one 
government unit to another is found especially in France. In that 
country, the central government at one time levied taxes on land 
and buildings, on business, on all forms of personalty, and on doors 
and windows. However, the tax on doors and windows, the busi- 
ness tax {patentes) , and the inhabited house tax were abolished in 
1917.^ The local units obtain revenue chiefly by adding a certain 
percentage — the French centimes cidditionnels to these taxes. 

In the United States, many state tax commissions do the as- 

*E. L Bogart, Direct and Indirect Costs of the Great World War, p. 105. 
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sessing and the collecting of taxes on the properties of railroads, 
pipe lines, telephone companies, and other public utilities. The 
reasons for this procedure are: first, only a small part of each 
such property is usually found within the jurisdiction of the local 
tax unit, the value of which part is negligible when separated from 
the whole; and, second, the state tax commission keeps a perma- 
nent inventory of the investments in all these public utilities and 
is ready at all times to make a valuation for taxation purposes. The 
state treasurer usually collects the revenue and allocates it to the 
various local units, generally on the basis of the percentage of 
the total mileage of track, pipe line, or telephone property within 
their respective jurisdictions. 

The third fiscal relation among grades of governments, which 
to a great extent is found in all countries, is the division of sueld. 
This relation differs from the other two in that no fixed percentage 
or definite sum is added to the base tax by the local units, but 
only the yield is divided after the revenue has been collected. In 
England, death duties and income taxes are assessed and collected 
by the central government and are allocated to the local units. In 
Germany, by a law of 1920, the entire administration and collec- 
tion of income, inheritance, land transfer, and turnover taxes were 
put in the hands of the central government. Of the net amounts, 
66% per cent of the income tax was to be returned to the locals; 
20 per cent of the inheritance; 50 per cent of the land transfer, and 
16 per cent of the turnover. 

Central governments often make subventions to local units 
for definite purposes. Canada and Australia have followed this 
practice for the purpose of aiding relief, rehabilitation of agricul- 
ture, and the construction of railroads. The American Articles of 
Confederation of 1781 provided that the central government 
should be supported by donations or subventions from the various 
states. The total annual governmental expense was to be de- 
termined and then allocated among the states according to popu- 
lation. The various states were to collect their quotas by any 
means they chose, chiefly, however, by levies on general property, 
excises, and perhaps import duties. This method of securing 
operating revenue by the central government failed, because only 
a few states paid even part of their prorated share. The central 
government was without money to maintain an army and navy, 
to meet expenses of operation, and to pay interest and principal 
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on the public debt. The Confederation of 1781 was ineffective 
because it lacked a means of support, and therefore soon went out 
of existence. 

When the Constitution was adopted in 1789, the federal 
government was provided with independent sources of revenue. 
The Constitution authorized the Congress of the United States to 
levy and collect taxes, duties on imports, and excises, to borrow 
money on the credit of the United States, and to pay the public 
debt. No duty on exports was to be allowed. Direct taxes were 
to be apportioned according to population, and indirect taxes were 
to be uniform throughout the United States. 

At the first session of the Congress of the United States in 
1790, tariff duties were levied on imports and a few excises were 
provided, chiefly on distilled spirits. During the War of 1812, 
taxes on incomes and inheritances were proposed in Congress, 
but they were never actually enacted into law. Until the Civil 
War, the federal government continued to get along on import 
duties and a few excises chiefly. The Civil War period saw higher 
tariff and excise duties imposed by the federal government. An 
income tax was levied for the first time in 1861, but it was allowed 
to expire in 1872. A second federal income tax law was passed in 
1894, only to be declared unconstitutional in the famous Pollock v. 
Farmers’ Loan and Trust Company case,* on the ground that it 
was a direct tax and therefore must be apportioned. The federal 
government did not attempt to tax incomes again until after the 
adoption of the sixteenth amendment in 1913. The present com- 
plex system of taxes used by the federal, state, and lo<^l govern- 
ments is of comparatively recent origin and will be discussed in 
detail in later chapters. 

Federal Subsidies for Education. When a government was 
established over the Northwest Territory in 1786, it was decreed 
that part of the public domain should be set aside for the mainte- 
nance of public schools. In the Northwest Ordinance of 1787, 
provision was made for dedicating to higher education seventy- 
two SQuare miles of public lands in each state. The federal govern- 
ment first gave aid to agriculture in 1862 under the Morrill Law. 
Under this Act, each state was given 30,000 acres of land from the 
National Domain for each senator and representative to which it 
was entitled in Congress, with a minimum of 90,000 acres, for the 

siS'T U. S. 429; on rehearing, 168 TJ. S. 601 (1896), 
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establishment and aid of agricultural colleges. Only a small por- 
tion of this domain has been retained by the states. For the most 
part, it has been sold and the proceeds either have been spent or 
put in an endowment fund to be used for the permanent support 
of education. There are scattered cases, as m Illinois, where there 
is still to be found the “school section,” and the University of 
Illinois holds a large area of land that is used chiefly for agri- 
cultural experimentation purposes. States like Washington, 
Oregon, and Texas have largely disposed of their public lands and 
now hold the proceeds in the form of endowments. These funds 
are lent at interest to individuals and private corporations, and 
the proceeds go for the support of public education. 

The federal government has aided education through gifts of 
money. By an Act of 1890, the sum of $25,000 was set aside an- 
nually for each state and territory “to be applied only to in- 
struction in agriculture, the mechanic arts, the English language, 
and the vanous branches of mathematical, physical, natural, and 
economic science, with special reference to their applications in 
the industries of life, and to the facilities for such instruction.” 
This gift was doubled in 1907. In 1887 Congress began to make 
appropnations for the maintenance of agricultural experiment 
stations. The sum of $15,000 was allotted to each state and terri- 
tory for this purpose Later, this amount was raised to $30,000, 
and again, in 1925, to $90,000 annually for each state in the 
union. At present, the total annual appropriations by the federal 
government for expenmental work m agriculture are over $2,500,- 
000. Responsibility for the supervision and spending of these 
funds rests with the Secretary of Agriculture. 

Educational extension work in agriculture was first begun in 
1914, when Congress enacted the Smith-Lever Act. This law pro- 
vided that the states must at least match dollars with the federal 
government or lose all rights under the gift. At present, the 
federal government makes an annual appropriation of over two 
million dollars for this purpose. Local supervision of extension 
work is under the direct control of county agricultural agents. 

The federal government contnbutes heavily to the aid of vo- 
cational education. The Smith-Hughes Act of 1917 makes pro- 
visions for two kinds of vocational training. First, the law pro- 
vides for training in agricultural vocations by co-operating with 
the states in paying the salaries of teachers, supervisors, or 
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directors of agricultural subjects. The contributions by the 
federal government for this purpose are made to each state in the 
ratio of their respective rural populations to the total number of 
people in the United States who may be classed as tillers of the 
soil. Second, such vocations as trade, home economics, and the 
industrial pursuits receive federal aid m the ratio that the urban 
population of each state bears to the total number of people who 
may be classed as city dwellers. 

To be entitled to such gifts, the states are reqmred to furnish 
all necessary buildings and equipment. They must also contribute 
a sum at least equal to the amount received from the federal 
government. At present, the federal government is allocating 
about eleven and one-half million dollars to this purpose annually, 
although each year the states are spending a far greater sum 
than their prorata contnbution. For the teacher-training program 
the federal government contnbutes about one million dollars an- 
nually, which is distnbuted among the states in the ratio that the 
population of each bears to the total number of people in the 
United States 

The George-Deen Act, an amendment to the Smith-Hughes 
Law, went into effect on July 1, 1938. Under this act, the federal 
government makes an annual gift to the states for the support of 
vocational education. For the fiscal year of 1938, $14,797,496 was 
allocated to this purpose, in addition to the annual gift under the 
Smith-Hughes Act. This money is appropriated on a yearly basis 
according to the needs for funds. It is used to help pay salaries of 
teachers, supervisors, and directors in the various branches of 
vocational education. 

The George-Deen Act provides for co-operation between the 
federal government and the states in the same manner as under 
the Smith-Hughes Law. The law makes provisions for the estab- 
lishment of a bureau of vocational instruction, practical arts, and 
adult education. Subdivisions of this bureau include sections on 
trade education for boys and men, and for girls and women. Also 
included is a subdivision of vocational commercial education, 
adult education, vocational homemaking, and general household 
arts. A second division covers industrial arts and vocational 
school admission, placement and guidance, and the promotion 
of part-time and evening school classes in the new field of dis- 
triMtive education. 
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Distributive occupations are those followed by workers who 
are directly engaged in merchandising activities, or in direct 
contact with buyers and sellers when: 

1. Distributing to consumers, retailers, jobbers, wholesalers, 
and others, the products of farm and industry. 

2. Managing, operating or conducting a commercial service 
business, or selling the services of such business as laundry, 
barber, etc. 

Distributive occupations do not include stenography, bookkeep- 
ing, office clerical positions, and the like, or trade and industrial 
work followed by those who are engaged in railroad, trucking, or 
other transportation activities. The act is defined as generally 
including instruction to such distributive occupations as grocer, 
owner or salesman of meat, dairy products, candy, fruits, wearing 
apparel, dry goods, stationery, drugs, jewelry, general merchan- 
dise, automobiles, furniture, newspaper stands, and gasoline 
filling stations. 

Since 1920, the federal government has been making available 
about one million dollars annually to the states for the promotion 
of vocational rehabilitation of persons disabled in industry. This 
money is apportioned among the states on the basis of population, 
with a minimum of not less than $5,000 to each. In this case, the 
states must contribute a sum equal to that received from the 
federal treasury. This money is to be spent for the benefit of any 
persons who may be expected to be totally or partially incapaci- 
tated for remunerative occupation because of injury, accident, 
or disease. 

In 1921 Congress passed the Shephard-Towner Law making 
available to the states about one million dollars annually for the 
“promotion of the welfare and hygiene of maternity and infancy.” 
Each state, to be entitled to receive such bequest, was required to 
contribute a sum equal to that of the federal government. The 
law was repealed in 1929 because so few states were willing to 
participate. 

State Subsidies for Education. In the foregoing sections, 
various types of federal aid were discussed. This section discusses 
especially grants by the states. 

The business decline of 1929 seriously affected the work in the 
public schools. Many local units could no longer pay the salaries 
of teachers. In almost every part of the country, schools were 
either closed or the terms shortened. If thousands of children 
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were to be given the advantages of an education, state subsidies 
became necessary. Higher taxes were imposed by the states, 
chiefly on corporations, incomes, inheritances, and, especially, on 
sales of commodities to provide for these emergency needs. 

After 1933, during the great depression, the states contributed 
over four hundred million dollars annually in subsidies to the local 
units for the support of the public schools. Many states, like 
Alabama, assumed full responsibility of financing a minimum pro- 
gram in the public schools. The legislature of Alabama provided 
a “program fund” to be used principally to aid in securing a seven- 
months minimum term for all free common schools of the state. 
County and city school districts were required to meet certain 
minimum requirements in regard to tax levies, teachers’ salaries, 
educational standards, expenses to allow for supervision by the 
State Superintendent of Education, to maintain adequate building 
facilities, and to provide transportation for children when needed. 

The federal government also made large contributions for 
these same purposes. In 1933, some two million dollars a month 
were appropriated from federal emergency relief funds to make 
possible at least part-time employment for unemployed teachers. 
These teachers were largely employed in small urban centers and 
in rural districts where local and state funds were exhausted. 
Teachers were also employed to give vocational and rehabilitation 
training to unemployed adults and to teach them the fundamentals 
of reading, writing, and arithmetic. 

As a general rule, the states have resorted to various non- 
property sources for additional educational fxmds. Arkansas, 
for example, levied a retail sales tax and allotted 65 per cent of 
the revenue to the common school fund, to be distributed on a 
pupil enumeration basis. Idaho levied a retail sales tax, the pro- 
ceeds of which were to go first to pay the cost of administration 
and emergency relief, the first $100,000 of the balance to go to a 
public school income fund, and the remainder at the end of the 
year to be divided equally between the public schools and the 
general expenses of the state. It also set aside 25 per cent from 
liquor taxes for a public school fund. 

Wyoming allotted $287,000 of the revenue from sales taxes to 
a school equalization fund. A Georgia law provided that 97 per 
cent of the revenue derived from license and excise taxes on malt 
beverages should be devoted to the common schools of the state. 
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The states of Washington and West Virginia continued to use 
business transaction and sales taxes for educational purposes. 
Pennsylvania levied a graduated personal income tax for schools, 
although this was subsequently held unconstitutional. South 
Dakota levied an income tax and provided that 32 per cent of the 
revenue should be appropriated annually for public schools. 

The educational program of the state of New Jersey is very 
detailed and comprehensive. In 1935, the legislature of the state 
reorganized the system of apportionment for education. It created 
a state public school fund for the support of the free common 
schools and the equalization of educational opportunities, and 
established a minimum foundation program. The legislature pro- 
vided also for a minimum apportionment of state funds to districts 
in the amount of $13 per elementary pupil and $22 for each 
student in the high school. Similar amounts were to be allowed 
to school boards that sent pupils to other districts. 

Many state and local governments borrowed extensively to 
support their school systems. Many of these units were either 
struggling under the burden of a heavy deficit, or had defaulted 
on their obligations The expenenee during the depression years 
clearly indicated that the central governments cannot leave the 
support of the educational system to the hazards of the local units. 
In the future, it will be necessary for states, and possibly the 
federal government, to supplement the local support of public 
schools. The elaborate buildings and equipment now required, 
the increase in enrollment, the increased length of term, and the 
added requirement of qualifications of teachers, have made the 
financial burden of the public schools too great for local govern- 
ments to carry. Until recently the entire support of the public 
schools fell on the local unit. Today a portion comes from the 
federal government and a much larger share is contributed by the 
states. At least three fourths of the expense of the public schools 
are met by the city, township, and county; the balance coming 
from federal and state allotments. Since almost all the revenue 
of the local units is derived from the general property tax, this 
burden primarily falls on land, buildings, personalty, and other 
such forms of investment. 

Subsidies for Transportation. From the beginning of its 
national existence, the federal government has made liberal con- 
tributions to the construction of means of transportation. Wash- 
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ington himself planned a system of public roads radiating from the 
capitol. This system was to be built at the expense of the federal 
government. He felt that the economic and political interests 
required that all parts of the country be bound together by some 
means of rapid communication. 

When railroads came into general use after 1830, the federal 
and local governments made large contributions to their construc- 
tion. In most instances, the state and local governments aided 
railroad construction by giving money and by special concessions 
and tax exemptions. In a few instances, early railroads were built 
and operated by the states. Many of these state and local bonds 
issued at that time have since been repudiated. While the federal 
government aided railroad building with loans and gifts of money, 
its principal assistance was in land grants. Alternate sections of 
land along each side of the right-of-way were deeded to the rail- 
roads. Later this land was sold and the money was used to pay 
costs of construction of the railroad. This policy also encouraged 
rapid settlement of the country and caused the development of 
industry along the roads. 

The railroads suffered greatly as a result of the depression 
after 1929. Their rolling stock and track facilities were allowed 
to fall into disrepair, interest and principal on bonds were not 
paid, and many right-of-way improvements and extensions were 
not made. Because of these distressed financial conditions, the 
federal government was compelled later to give extensive financial 
aid to the railroads, chiefly in the form of loans through the Re- 
construction Finance Corporation. 

With the turn of this present century and the coming of the 
automobile, the era of highway building began again. The nature 
of the materials used, the manner of construction, and the ex- 
tensive mileage made these highways very expensive to build and 
to maintain. The financial burden was too great for state and 
local governments, and federal aid became necessary. On July 11, 
1916, President Wilson signed the Federal Aid Bill, which defi- 
nitely launched the United States upon a road-building program. 
A system of federal highways soon developed that now reaches 
every section of the country. Under this Federal Aid Road Act, 
federal money was to be spent under the supervision of the high- 
way departments of the several states. The law specified that 
“only such durable types of surface and kinds of material shall 
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be adopted for the construction and reconstruction of any high- 
way ... as will adequately meet the existing and probable future 
traffic needs and conditions thereon.” 

The Federal Bureau of Roads was in charge of virtually all 
construction details. In order to receive such aid, the state was 
reqiured to maintain all roads constructed in part with federal 
funds. Federal highway subsidies were to be apportioned among 
the states on the following basis: “one third in ratio which the 
area of each state bears to the area of all the states; one third 
in the ratio that the total population of each state bears to the 
total population of all the states, as shown by the latest available 
Federal census; and one third in the ratio which the mileage of 
rural delivery routes and star routes in each state bears to the 
total mileage of rural delivery routes in all states.” In no ease was 
the federal government to pay more than one half the cost of any 
highway constructed on this joint basis with the state. 

Jurisdiction Over Tax Bases. The rapidly mounting expendi- 
tures, debts, and deficits have had a great bearing on the inter- 
fiscal relations among federal, state, and local governments. Each 
is looking desperately for new and additional sources of revenue, 
with the result that there has been duplication of levies on the 
same tax base. This problem of multiplicity of taxation has 
reached the stage where it is now necessary for the federal and 
state governments to work out some plan of co-operation. 

Double taxation exists when the base is taxed more than once 
by the same government at the same time for the same purpose. 
The taxation of corporate income might be a case in point. It is 
clearly double taxation when the same net profits of a corporation 
are taxed by the state while yet in the possession of the cor- 
porate entity and also taxed as personal income of the individual 
after they have been distributed to the stockholder. 

Multiple taxation exists when the base is taxed by the govern- 
ment for different purposes at the same time. The general property 
tax furnishes an excellent example. The taxpayer may have a 
general property tax base of ten thousand dollars upon which a 
levy is made for the support of every function that the units of 
government having jurisdiction exercise. The tax bill usually 
specifies that the amount is for general government, roads, schools, 
eleemosynary institutions, and bonded indebtedness. There has 
been much confusion over the idea of multiple taxation. Some have 
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attempted to use this term to denote the opposite of the single tax, 
whereas the single tax actually is a multiple tax (with respect to 
the pilose for which it will be used) on a single base. In general, 
there is no question as to the legality of the multiple tax as such. 

In general, real property Gand and all things permanently 
attached thereto) is taxable only by the government or govern- 
ments within whose jurisdiction it lies, lex rei sitae, while the tax- 
able situs of personalty follows the domicile of the owner, moUlia 
personam sequuntur. Personal property may also be taxed wher- 
ever it is found, unless there is a comity of arrangement between 
the states or other units of government providing for exemption 
of personalty from taxation in one state when it is actually owned 
by the citizen of the other. The same problem arises in regard to 
the taxation of income. The income taker may be a resident of one 
state, or even of another nation, and derive income from outside 
the jurisdiction of his domcile. In such cases, unless there is 
mutual arrangement to exempt such tax, each state or nation may 
levy on the income derived from within its jurisdiction. In one 
state, it will levy upon the income of the taker; in the other, upon 
the income derived. Fortunately, many states and nations have 
entered into compacts and treaty arrangements for the mutual 
exemption of income derived from within their borders by foreign 
citizens. The courts, especially the United States Supreme Court, 
have done much to eliminate this multiple taxation arising out of 
jurisdiction, but the problem has not yet been entirely clarified. 

The problem is particularly difBcult in the United States be- 
cause of the dual-sovereignty arrangement between the states and 
the federal government. Except in certain cases, each has its own 
authority to levy and collect taxes. Taxation is an innate power 
that goes along with sovereignty. It is one of the powers that is 
presumed to exist, unless withheld by some constitutional or 
statutory means.'^ A state cannot levy on imports, except with the 
consent of Congress to pay expenses of inspection, or in general 
on goods moving in interstate commerce (International Textbook 
Co. V. Pigg, 217 U. S. 91, 30 S. Ct. 481 1910). The courts have 
held that a state cannot tax goods which have been imported as 
long as they remain in their original package, or until they become 
mixed with the general stock of the importer (Brown v. State of 
Maryland, 12 Wheaton 419 1827; F. May & Co. v. City of New 

‘State of Wisconsin et al. v. J. C. Penny Co., 61 S. Ct. 246, 311 U. S. 436 
(1940). 
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Orleans, 170 U. S. 496, 20 S. Ct. 976 1900). Merchandise moving 
in interstate commerce is not subject to taxation by the state or 
local government until it comes to “rest” (Coe v. Tovrn of Errol, 
116 U. S. 517, 6 S. Ct. 475 1886) There is probably no more 
difficult and constant problem of taxation before the courts than 
that of jurisdiction. 

Many states have attempted to circumvent these constitu- 
tional restrictions on the taxation of interstate commerce through 
their police power and by setting up ports of entry where small 
fees are charged for inspection (United States Fidelity and 
Guaranty Co. v. Bmgaman, 298 U. S. 407, 56 S. Ct. 756 1936). 
Several states, as Missouri, Iowa, and Wisconsin, now have “use 
taxes” that are levies on goods purchased elsewhere and brought 
into the state for storage or consumption ® Justice Cardozo, 
speaking for the United States Supreme Court, sustained the use 
tax largely on the ground that its purpose was to establish equality 
and not discrimination The real purpose of the use tax is to 
prevent purchases from escaping the sales tax It is intended to 
prevent the citizen or merchant who lives near the border from 
going into another state to buy his goods and bringing them home 
without paying a sales tax. The real problem of the use tax is one 
of administration So freely and easily do people move from one 
state to another that it is difficult to enforce the use tax on goods 
bought elsewhere and brought home for storage or consumption. 

Iowa has the use tax, which is defined by the state law as an 
excise at the rate of 2 per cent of the purchase price on the use 
in the state of tangible personalty. This use tax is complementary 
to the sales tax, and is only required to be paid when the latter 
law does not apply to the transaction. The use tax was inter- 
preted to include all transactions incident to the transfer of title, 
whether they be interstate or intrastate Accordingly, early in 
1941, Sears, Roebuck & Company and Montgomery Ward & Com- 
pany contested the constitutionality of the Iowa Use Tax Law 
The United States Supreme Court sustained the constitutionality 
of the law on the ground that a tax or other burden does not discrimi- 
nate against interstate commerce where “equality is the theme.” 

It ha s been explained how the various units of government 


Tubhc Administration Service, The Use Tax, 1941 
“Hanneford v. Silas Mason Co , 300 U. S 577 (1937) 

Commission et al. v. Sears, Roebuck & Co., 
61 S Ct. 686 (1941), also Nelson, Chairman of State Tax Commission et al. v. 
Montgomery Ward & Co., 61 S Ct. 593 (1941). 
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may, and often do, pyramid the tax on the same bases. The 
states and their local units tax general property with more or less 
doubtful results. The states and the federal government tax in- 
comes, estates, gifts, excess profits, business transactions, and 
sales. In the case of gasoline, the purchaser may be required to 
pay a tax on each gallon to the city, county, state, and federal 
governments. The consumer’s pnce is usually advanced by at 
least the total of these taxes; hence, the burden is shifted im- 
mediately on to the consumer. 

Recent Changes in Fiscal Relations. The business recession 
after 1929 and the World War II emergency made it necessary to 
reinterpret the functions of government and such fiscal matters 
as public borrowing, lending, and deficits The following pic- 
torial diagrams show the changes in the federal debt and federal 
deficit for the fiscal years indicated. 

BUDGET RECEIPTS AND EXPENDITURES* 

Based on Existing and Proposed Legislation 

Billions Billions 



THE PUBLIC DEBT* 

Based on Existing and Proposed Legislation 



Fisciil yejr 1940 1941 1942 1943 1944 1945 1946 1947 1948 1949 


Appropriated from The Budget, U. S. Government, 1949, pp. 58m-59m. 
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A few years ago such vast debts and deficits would have been 
regarded as impossible for the government to assume. Similar 
fiscal conditions, although in lesser volumes, may be found among 
the states and local governments. The result is that there is a 
veritable race for revenue among federal, state, and local govern- 
ments. Eveiywhere, there is to be found a multiplicity of levies 
on all the available taxable sources and a constant search by all 
units of government for new means of raising additional income. 
The problem of a better distribution of public expenditures and of 
sources of revenue among federal, state, and local governments 
on some more equitable and efficient basis is constantly becoming 
more acute. 

During the past few years, there has been a great shift of con- 
trol among federal, state, and local governments. Just as the 
federal government has gained tremendously in economic control 
over the states, so the latter have acquired control over, if not 
displaced, many functions formerly exercised by the local units. 
The economic and social life of the people has become so complex 
and so extensive in its scope, and financial burdens have become 
so heavy, as to require the support of the combined efforts of 
federal, state, and local governments. The local units, and even 
the states, are finding it increasingly difficult to take care of 
schools, roads, and eleemosynary institutions. They must there- 
fore depend to a greater extent upon subventions, gifts, and sub- 
sidies from the central governments. 

Much has been said about the federal government's usurping 
the powers of the states, but only a moment’s reflection will con- 
vince one that some concentration is not only logical but neces- 
sary. The financing of many political and economic functions of 
the state now seems to be more a matter of co-operation among 
the units of government than of each supporting its own institu- 
tions. Political scientists are now suggesting that local govern- 
ments, and for certain purposes, even states, should be combined 
into single administrative and financial units, because each when 
acting alone is not able to support certain of its own functions. 
The tendency of the federal government today is to lend aid to 
certain sections of the country rather than to a particular state or 
local unit. 

It has already been noted that a distribution of functions 
among federal, state, and local governments will also entail a 
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separation of expenditures and revenues. There is a real need of 
devising a national system of taxation in such a way as to attain 
a higher degree of administrative efficiency and to reduce to a 
minimum multiplicity of levies. It is a short-sighted policy for 
one government to devise a system of taxation without consulting 
the others. By co-operation, costly duplication and lack of uni- 
formity may be avoided, and efficiency of collection may be 
greatly increased. No doubt local units are best able to assess 
taxes on general property. States are turning more to sales taxes 
on motor vehicles, gasoline, and commodities. The federal 
government has a monopoly on all receipts from custom duties 
and, to a large extent, on certain excises. As between the states 
and the federal government, taxes on personal incomes, inheri- 
tances, estates, gifts, and corporations should be levied and col- 
lected co-operatively. It is only by such co-operative means that 
all the legitimate income may be secured from these sources. The 
net sum should be allocated to the lower units of government on 
the basis of need. 

As a source of income to the government, the sales tax, 
especially when certain commodities are selected, has unlimited 
possibilities. But the selection of the commodities upon which 
this tax is to be levied and the assessment and collection of the 
proceeds are matters of co-operation between the states and the 
national government. Amusement taxes on theaters, ball games, 
prize fights, and taxes on intrastate businesses are best assessed 
and collected by the state. The obvious problem of the future, 
which has been only sketchily presented here, is the rational dis- 
tribution of functions among federal, state, and local govern- 
ments, the separation of expenditures and revenues among them, 
and finally, a system of subsidies, division of yield, and allocation 
of incomes from the upper governments to the lower units. 

Borrowing Among Governments. Since public expenditures 
have in many instances greatly exceeded incomes, governments 
have become heavy borrowers, especially during the war and re- 
covery years, both among themselves and from their own people. 
Certain aspects of public borrowing should therefore be classed 
as intergovemment fiscal relations. It is impossible to separate 
the economic effects when governments borrow among themselves 
from those when they borrow from their people; therefore, both 
aspects will be considered at this time. Several special federal 
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agencies were created to handle this intergovernment borrowing 
and lending The whole problem of contingent debt liability of 
the federal government in regard to these special federal agencies 
is briefly discussed in a later chapter. 

In certain respects, public borrowing may be considered as 
deferred taxation. Sooner or later, the borrowed sum must be 
repaid out of the proceeds collected by taxation. The economic 
effects of public borrowing may be far-reaching. Such public acts 
have been accused of causing inflation of pnces, of artificial con- 
traction of currency, of withholding funds from useful and pro- 
ductive employment, of shifting the burden from the wealthier 
to the poorer classes, of creating special privileged groups, and of 
speculation and gambling in public-debt securities. Because of 
their broad and intricate articulations with almost every phase of 
our economic, social, and political systems, public borrowings may 
have dire or beneficial effects 

Methods of making public loans have now developed into in- 
tricate and technical processes. If a government wishes to borrow, 
say a billion dollars, it is unlikely that it will need all this amount 
at one time. As will be explained in another chapter, a series of 
short-time secunties is at first floated, which is later consolidated 
into long-term bonds. This method of borrowing provides funds 
as they are needed. It does not necessarily withhold capital from 
productive use or cause inflation. The proper fixation of the 
interest rate is highly important. If the rate is too high, it is likely 
to upset the current commercial rate, and thereby exert an adverse 
economic effect. The government may fix a higher interest charge 
than is necessary, thereby unduly increasing the debt burden. 
Since the interest rate is a cost factor, whether the borrower is 
the state, a private concern, or an individual, it should be fixed 
at that point which will just produce the required funds. The 
state is a permanent institution, theoretically at least, with great 
wealth at its command, and the per cent that it pays for its loans 
represents the nonrisk interest rate. In order that government 
borrowings may compete as little as possible with pnvate needs, 
the public rate should be kept under the open market rate that 
prevails among banks and industrial concerns. 

Governments may borrow from their own people or secure 
their funds from abroad. The economic consequences of these two 
cases are not quite parallel. If a government borrows at home, it 
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merely exchanges its promises to pay, usually m the form of 
bonds, with its people for a definite amount of purchasing power. 
It has been contended that, as in the case of taxation, the govern- 
ment has just that much more to spend, and its people have that 
much less; however, this statement may be a little too broad and 
will be discussed more in detail in a later chapter. 

Of course, as has already been explained, lenders may take 
their bonds to a bank and, by using them as collateral, secure ad- 
ditional loans, thereby pyramiding the supply of credit. Such 
steps of inflation have at times had important political and eco- 
nomic repercussions. These consequences should always be con- 
sidered in connection with such public acts. It is easy to see how 
governments may, through their power to borrow funds, exercise 
an enormous control over the general money market. It has been 
suggested, and tried to a limited extent, that governments should 
always stand ready to absorb or to control the extra purchasing 
power when the surplus is likely to be used in riotous speculation. 
When times are not too abnormal, governments, through their 
borrowing power, may exert a powerful stabilizing effect upon 
the general economic situation. The Federal Reserve System 
was organized, in part, to regulate the volume of purchasing 
power and the supply of credit by means of the Federal Reserve 
note and open market operations The federal government may 
therefore absorb the excess purchasing power from the money 
market m one or both of two ways — first, by floating its bonds, 
and, second, by issuing Federal Reserve notes A few economists 
contend that the great catastrophe of 1929 was in part caused by 
the large investment in government bonds by the Federal Reserve 
banks. But this contention is still a debatable issue. 

When the government borrows at home, it merely exchanges 
its bonds for the purchasing power of its people. When this public 
debt is paid, each lender, through the process of taxation, con- 
tributes to the state out of his income for the liquidation of these 
bonds. It is in this manner that, in the broadest sense of the term, 
government borrowing is a form of deferred taxation, and should 
not be camouflaged as having other economic consequences. 

In its general effect, there is one great distinction between 
government borrowing at home and raising the funds by means of 
taxation. If the government attempts to raise a large fund of 
money by taxation, the chief burden will rest immediately on the 
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wealthy classes because they have the surplus out of which it 
may be raised. On the other hand, if this fund is to be had by 
means of a bond issue, the wealthy chiefly buy these promises to 
pay. The poorer classes are able to contribute small sums over 
long periods of time for the liquidation of these securities and thus 
to assmne part of the burden. This is what many economists 
mean when they speak of "mortgaging the masses to the classes.” 
It is claimed that, in this manner, the burden of supporting the 
government can be shifted to the shoulders of the low-income 
groups. But the case need not be quite as bad as it at flrst appears. 
By steeply graduated surtaxes on incomes and inheritances, and 
by exercising care in the spending of government income, the tax 
burden may be lifted, in part at least, from the poorer classes and 
laid upon those who are better able to pay. It is under such cir- 
cumstances that the government stands in a position to exert a 
powerful influence on the distribution of the burden of public 
borrowing, and the direction of the flow of social income. 

In the case of government borrowing abroad, the economic 
consequences may be entirely different. In the flrst place, one 
government seldom lends to another, except in times of emer- 
gencies. If the government of Belgium, for example, were to float 
a loan in the United States, in all likelihood it would be done 
through some large bank. As a rule, the bonds are negotiable and 
are not put on the market until after the funds have been secured. 
Instead, certiflcates may be issued by the finance house, which may 
be exchanged later for the permanent bonds. Sometimes tempor- 
ary non-negotiable certificates or bonds are issued that are 
replaced later by the long-time obligations. As soon as the private 
bank secures the contract to execute the loan, it immediately 
enlists the services of its syndicates and associates. It usually 
allocates among them a portion of the loan. By this means, it is 
able to draw upon a large supply of available funds and also to 
distribute the risk. 

Except in rare cases, the money or purchasing power is not 
actually sent abroad to the borrower. It is goods and services and 
not cash that the borrowing nation wants. The Soviet government 
borrowed heavily in this country, but largely for the purpose of 
buying heavy machinery from American firms. For the most part, 
government loans, as the recent British loan of $3,750,000,000, 
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are spent in the lending country. In the last analysis, they repre- 
sent a sale of goods on credit. 

One government usually lends to another only during a great 
catastrophe. In 1917, after the United States entered the war 
against Germany, large loans were made, chiefly to England and 
France. These countries needed food, clothing, chemicals, and 
munitions that they proposed to buy in the United States. They 
sent their interest-bearing bonds to the federal government, which 
were deposited as collateral in the United States Treasury. The 
United States government issued its Liberty Bonds to raise the 
funds to pay for these supplies, which were shipped direct to the 
battlefields in France. 

If the borrowing countries had invested this newly acquired 
capital in such enterprises as productive equipment or internal 
improvements, the subsequent income might have contributed 
partly or wholly toward the liquidation of the debt. This was true 
of the loans to Finland. But, as in the case of England, the loans 
were wholly in the form of credit spent in the United States for 
war supplies. The proceeds of the loans were dissipated in unpro- 
ductive ways in fighting the war. There were no resulting utilities 
to produce income to service the debt. Accordingly, in paying 
this kind of loan, the debtor nation must export a portion of its 
wealth to the creditor country. Such pa 3 rment represents a net 
loss to the debtor in so far as the country’s tangible assets are 
concerned, either to the present or subsequent generation. The 
burden is shifted to succeeding generations. 

Payments of international loans present a very difficult 
problem, especially when the creditor nation wants neither the 
debtor’s gold nor its goods and services. If the creditor nation 
took gold in payment, inflation might be started within its borders. 
If it received goods and services on account of the loan, such 
imports might seriously derange the industries of the creditor 
country. 

When World War II began, the problem of intergovemment 
borrowing arose again. The experience in World War I definitely 
proved that it was practically impossible for the borrowing nation 
to repay and perhaps equally disastrous for the creditor nation 
to receive. It was obvious that the United States must extend aid 
to England or the nation would be crushed under the heel of 
Nazism. Accordingly, the Lend-Lease Law was passed, which. 
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as the terms suggest, authorized the President to lend and lease, 
for a consideration, all types of military equipment to the English 
government and its allies. Theoretically, the title of all this 
equipment remained in the federal government, although the 
Allies were allowed its use for war purposes. The whole arrange- 
ment was another way of avoiding the inevitable cancellation of 
the foreign debt after the war. 

One further point in regard to the economic effects of public 
borrowing. Just as purchasing power, either by means of taxation 
or otherwise, may be taken from the pockets of the people too 
rapidly, so funds may be returned to them so rapidly as to affect 
pnvate business. The economic interests so affected are likely 
to be numerous and varied. If the debt is paid too rapidly, the 
capital market may be affected by adverse interest rates. On the 
other hand, cheap money may act as a boom to business and start 
an inflation of prices, ending in a recesison. Many investors, who 
prefer to deal in government bonds, may be forced to put their 
money in more speculative securities. In some instances, as in the 
case of Federal Reserve Bank notes, now being liquidated, govern- 
ment bonds are a necessity as collateral security and hence they 
cannot be cancelled without replacing them with other issues. 

Summary. Of late, chiefly because of the increased burden of 
expenditures for social purposes, federal, state, and local govern- 
ments have made common contributions for the support of these 
new functions. The great depression of 1932-39 also greatly in- 
creased the necessity of this intergovernmental fiscal relation. 

The distribution of functions among the federal, state, and 
local governments in certain cases likewise requires a distribution 
of expenditures and revenues among them. But not all forms of 
revenue can be equally and efficiently used by the various units of 
government. Except for the general property tax, the tendency is 
for the upper levels of government to collect the revenue and to 
allocate it on some basis to units of lower grade. This has led to 
the gradual concentration of control by the states over the fiscal 
affairs of the local units, and especially by the federal government 
over those of the states and locals. It is a little dangerous to 
generalize, but it may be said that, on the whole, a grade of 
government can most efficiently perform a function or use a source 
of income that is contained and derived from within the limits of 
its jurisdiction. 
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National governments, especially during great emergencies, 
often engage in common fiscal activities and make loans to each 
other. The problem of repa3dng these loans becomes especially 
difficult because of the economic impracticability of means of 
payment. 


TEXT QUESTIONS 

1. What is the principal source of income to local and state govern- 
ments? 

2. What is the general property tax? 

3. Why is it unsuited as a source of income for the federal govern- 
ment‘s 

4. What taxing unit can use the income tax to greatest advantage? 
Why? 

5. What fiscal relations exist between local, state, and federal 
governments? 

6. What sources of federal income are specified in the Constitution? 

7. What provisions for education were included in the Northwest 
Ordinance of 1787? 

8. How have these provisions been employed by the states? 

9. What grants for education were provided by the Act of 1890? 

10. What are the provisions of the Smith-Hughes Act of 1917? 

11. In what respects has the Smith-Hughes Act been amended*^ 

12. To what extent have the various states subsidized education‘s 

13. How were subsidies apportioned under the Federal Aid Road 
Act of 1916? 

14. Explain single, double, and multiple taxation. 

15. Is the use tax in accordance with the principles of the Consti- 
tution‘s 

16. Why may government borrowing be regarded as deferred taxa- 
tion's 

17. What is meant by the phrase ‘'mortgaging the masses to the 
classes'' “s 

18. What IS the greatest problem in intergovernmental borrowing? 

19. Can public debts be repaid too rapidly? 

RESEARCH TOPICS 

1 Ascertain, by writing to the tax commission of your state, how 
much the federal government expects to spend in your state for 
such purposes as for roads, education and health during the 
ensuing fiscal year, and then determine the part which the state 
much provide. How will the state raise its part of the funds'^ 

2. Determine the aids which the state will give its local units of 
government to support their educational systems, roads and 
health. Are there any arrangements for dollar matching between 
the state and its local units on this spending program? 
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S. Make a study of the powers and duties of your state tax board 
of equalization. To what extent has it succeeded in equalizing tax 
burdens in the local units? To what extent does the state tax 
commission supervise tax assessments and property evaluations, 
budgeting and borrowing of its local units of government? 

4. Select a block in your city, or a small area in a country district 
and compare valuations for taxation purposes with market 
valuations. This market valuation may be made by appraisal, 
or by taking the last sale, if recent enough to be useful, or by 
comparison with comparable sales in the same or similar area. 
Do the same for another part or parts of the state. What conclu- 
sion can you draw as to the equitableness of the general property 
tax when used by local units and when used by the state? Much 
of these data may be had by referring to state tax reports. 
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CHAPTER 8 


INTERGOVERNMENT FISCAL RELATIONS; 
SOCIAL SECURITY TAXES AND 
EXPENDITURES 

The latest, and perhaps one of the most important, interfiseal 
relationships between the federal and state governments is eco- 
nomic security for the masses. This problem is almost entirely one 
of government economics, and hence it has become an integral 
part of public finance. The fiscal policies of social security, taxes, 
expenditures and the trust funds will be discussed in this chapter. - 

The great depression of 1932-39 brought one of the worst un- 
emplo 3 unent problems the country had ever seen. The federal 
government, through its United States Employment Service, at- 
tempted to co-operate with the states in setting up a clearing 
house program of labor placement by bringing the unemployed 
worker and the employer together. This plan of intergovemment 
fiscal relationship will also be considered in this chapter. 

The Problem of Social Security. Social security is an attempt 
on the part of the state to insure its people against certain eco- 
nomic misfortunes of life that arise out of causes which are largely 
beyond the individual’s control, but which society, in its collective 
capacity, may alleviate or prevent. Millions of people have little 
or no surplus on which they may draw during periods of idleness. 
They must depend on their daily earnings from emplo 3 rment for 
sustenance. Any cessation of this income, whether due to illness, 
dependency, unemployment, old age, industrial displacement or 
accident, soon reduces them to want or destitution. Relief in 
some form must be forthcoming for those who cannot provide 
against such untoward events. According to prevailing theories 
of the state in relation to its people, the assistance must come 
largely through the agency of the government. Social security, 
therefore, becomes one of the most important services that a 
government may provide for its people. It has now become a 
definite function of government and its expenditures regularly ap- 
pear as integral parts of the current budget.^ 

'See Index of The Budget of the U. S. Government for the Fiscal Year 
Ending June 30, 1949, p. 1349, for budgeted expenditures. 
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Because of allocation of funds from the federal government to 
the states, and from the latter to certain local political divisions, 
social security creates very complex interfiscal relations among 
these various units of government. The problem of social security 
for the underprivileged is so extensive as to require the co-opera- 
tion between the states and the federal government. The problem 
has become too big and too complex for either unit of government 
to handle it alone. A highly specialized system of taxes has been 
created to provide the funds for these requirements and a separate 
policy of public expenditures for these purposes has been de- 
veloped. 

As will be explained later in this chapter, funds that are re- 
ceived through social security taxes are deposited with the United 
States Treasury into what is called trust funds. The Secretary of 
the Treasury, as trustee of these funds, is authorized to exchange 
bonds or other obligations of the United States for these deposits, 
maintaining only a relatively small amount of cash reserve for 
current needs. Social security is, therefore, directly concerned 
with the problems of taxation, public debts, and government re- 
serves. The matter of shifting and incidence of social security 
taxes should be mentioned also, although their technical con- 
sideration will be deferred to the close of the chapter. 

The provisions of the Social Security Act will therefore be dis- 
cussed m this chapter only in so far as they bear upon (1) taxation, 
(2) public debts and expenditures, (3) trust funds, and (4) the 
interfiscal relations among various grades of government in the 
United States, arising out of these programs. The intricate de- 
tails by which its programs are implemented will be mentioned 
only occasionally and incidentally. 

Deyelopment of Social Security in Foreign Countries. Many 
nations of Europe and of other parts of the world have been far 
ahead of the United States in the development of social security 
for the masses. The idea of social security developed very slowly 
at first in the United States due largely to the great national in- 
come and also because such large percentage of the people lived 
on farms. But as the country turned industrial and more people 
became wage earners, economic secunty grew more precarious 
and uncertain. 

Germany seems first to have inaugurated a system of health 
insurance in 1883, and an old-age pension plan as early as 1889. 
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In regard to the individual economic security for the masses, 
Bismarck once said that “The State must take the matter in hand, 
since the State can most easily provide the requisite funds. It 
must provide them not as alms but in fulfillment of the worker’s 
nght to look to the State where their own goodwill can achieve 
nothing more”. 

Great Britian followed Germany with old-age benefit legisla- 
tion in 1908. During and after World War II, the economic 
condition of the masses in England deteriorated. Accordingly, on 
June 10, 1941, an Inter-departmental Committee on Social In- 
surance and Allied Services was appointed to undertake a survey, 
among other things, of a social insurance and workmen's com- 
pensation program. Sir William Beveridge, K.C.B., was its chair- 
man, the report taking his name.^ Out of this report has come one 
of the most comprehensive social secunty programs for the masses, 
which went into effect on July 6, 1948, that has ever been under- 
taken by any government. This “cradle to the grave” social 
security program of Britain promises everything for the individual 
from maternity care to death benefits at government expense. A 
few of its principal provisions are as follows; 

1. Doctor’s care at the expense of the government to every 
one as often as needed; 

2. Hospitalization to be provided without charge; 

3. Drugs, eyeglasses, heanng aids, artificial limbs are to be 
provided free at government expense; 

4 Dental treatment, including false teeth; 

6. Sick benefits to a worker are 24 shillings a week, if single, 
or 40 shillings a week to a married couple with one child; 

6. Maternity payments to employed mothers amount to 36 
shillings a week for 13 weeks, with an additional grant of 
£4 to all married women; to unemployed mothers £8 after 
the birth of each child; 

7. Unemployed benefits for 30 weeks, which may be ex- 
tended, of 24 shillings a week to single men; married men 
get 16 shillings a week additional for their wives, and 8 
shillings a week for the first child; 

8. Children’s allowances of 8 shillings a week for each child 
after the first child whether the child’s father is working 
or not; 

®Sir William Beveridge, Social Insuraim and Allied Services, New York, 
The Macmillan Company, 1942. 
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9. Industrial injury payments are 24 shillings a week for 26 
weeks for a single person, and 40 shillings a week if 
married; 

10. Old-age pensions are to be 24 shillings a week after age 65 
for men and 60 for women, if single, and 40 shillings for 
married couple These amounts are to be increased if they 
work five years longer; 

11. Death grants of £20 to adults for funeral expenses; less 
for younger persons. 

The budgeted expense of the first year of operation of the 
above program was £697,000,000. It is estimated that the annual 
cost of its operation will rise to £868,000,000 twenty years later 
in 1966. Compulsory contributions to the insurance fund by wage 
earners, employers and the employed will cover about half the 
total cost. A workman will pay 4 s. 3 d. a week, the employer 
3 s. 3 d. a week, and the Government an equal sum out of general 
tax revenues. 

Other countries, such as Poland in 1911, Holland and Sweden 
in 1913, Spain in 1919 and France in 1928 have adopted social 
security programs. The Soviet Union of Russia, Australia, New 
Zealand and Chile have also enacted similar measures. Several 
years before the United States Government turned its attention 
to these matters a few states had already enacted social security 
laws relating to old-age and unemployment benefits. Thus the 
problems of social security have become closely integrated with 
the fiscal functions of about every type and grade of government. 

Federal Social Security Act. The Federal Social Security Act 
was approved on August 14, 1935, its constitutionality sustained 
by the United States Supreme Court in May, 1937,® and amended 
by Congress on August 10, 1939, with many other changes of 
more recent date. On July 1, 1939, the Social Security Board, 
with all its staff, became part of the Federal Security Agency. On 
July 16, 1946, under the Government Reorganization Act of 1945, 
the Social Security Board was abolished and all its functions and 
personnel were transferred to the Federal Security Administration 
under the immediate direction of a Commissioner. 

The Social Security Law represents a major advance in the 
attainment of economic independence for the individual and for 

»In Stewart Machine Co. v. Davis, 57 S. Ct. 883 (1937) the unemployment 
part was sustained. In Helvermg v. Davis, 67 S. Ct. 904 (1937) the old-age 
was upheld. 
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his family. In general, social security for the individual concerns 
itself with two major factors: (1) provision for decent homes in 
which to live; and (2) provision against the major misfortunes of 
life. The Social Security Act is primarily concerned with the 
second factor, which has to do with the government aiding the 
individual to contend with those economic conditions over which 
he has little or no control. In the United States, social security 
was devised to provide some safeguard against the insecurity of 
modem life through certain co-operative action between federal 
and state governments. Only through the old-age and survivors' 
insurance system does the federal government alone furnish this 
economic security directly. It merely co-operates with and lends 
its aid to the states in the other aspects of the social security 
program. 

The provisions of the Federal Social Security Act of August 14, 
1935, and its many amendments, may be grouped under the 
following eight programs: 

I. SOCIAL INSURANCE 

(a) Unemployment Insurance 

(b) Old-Age and Survivors’ Insurance 

II. PUBLIC ASSISTANCE TO THE NEEDY 

(a) Old-Age Assistance 

(b) Aid to the Needy Blind 

(c) Aid to Dependent Children 

III. CHILDREN’S SERVICES 

(a) Maternal and Child-health Service 

(b) Services for Crippled Children 

(c) Child-Welfare Service 

The Social Security Administration, as a division of the Federal 
Security Agency, is now the administrative body of the Social 
Security Act. Its immediate administrative officer is a Commis- 
sioner who is appointed by the President of the United States with 
the advice and consent of the Senate. The duties of the^ Social 
Security Administration are various, but, in general, they include 
(1) approval of state plans for aid to the aged, to the unemployed, 
to children, and to the blind, and the subsequent supervision of 
state operation under federal requirements; (2) certification to the 
Secretary of the Treasury of proper old-age benefit payments; 
(3) approval of the state unemployment compensation laws, and 
certification to the Secretary of the Treasury of proper payments 



166 


Public Finance 


[Ch. 8 


and supervision of these expenditures; and (4) conducting studies 
and making recommendations to Congress and the President in 
regard to the entire social security program. 

The Social Security Act, as originally enacted in 1935, pro- 
vided for three general types of benefits payable directly by the 
federal government: first, monthly payments after a person has 
reached the age of 65; second, certain lump-sum benefits to be 
paid at 65; and, third, contributions upon death. Average wages 
or salaries of all employed workers under 65 years of age on 
December 31, 1936, in the United States, the District of Columbia, 
Alaska, and Hawaii, which come within the provision of this Act, 
were to be used in the computation of these benefits. 

Old-Age Assistance. The two plans of old-age assistance and 
old-age insurance under the Social Security Act should not be 
confused. Each is designed to deal with different problems. The 
assistance plan is based upon need, and the insurance plan upon 
average wage earnings. 

The old-age assistance plan provides cash allowances for elderly 
people who are m need and makes it possible for those who cannot 
support themselves to live in their own homes. This assistance 
plan is financed jointly by the states and the federal government, 
and is therefore a typical federal-state interfiscal program. The 
states receive federal money for old-age assistance if they have 
adopted plans that are approved by the Social Security Adminis- 
tration. Section 1 of the Social Security Act states that “For the 
purpose of enabling each state to furnish financial assistance, as 
far as practicable under conditions in such state, to aged needy 
individuals, there is hereby authorized to be appropriated for the 
fiscal year ending June 30, 1936, the sum of $49,750,000, and there 
is hereby authoriized to be appropriated for each fiscal year there- 
after a sum sufficient to carry out the purposes of this title. The 
sums made available under this Section shall be used for making 
payments to states which have submitted, and had approved by 
the Social Security Board established by Title VII, State plans 
for old-age assistance.” 

The Social Security Act, as amended, requires that a state plan 
for old-age assistance must, in the main, (1) provide that it shal l 
be in effect in all political subdivisions of the state; (2) provide 
financial participation by the state; (3) provide for a state agency 
to administer or supervise the administration of the plan; (4) pro- 
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vide for hearings for those who may have been denied claim for 
old-age assistance. 

Each state administers its own plan of old-age assistance and 
pays part of the cost of administration out of its own money. A 
few states earmark certain taxes, as on sales, for this purpose. 
Most states merely appropriate money from time to time out of 
general funds to meet these expenditures. The state decides what 
allowance shall be paid to each person who receives aid, consider- 
ing the need in each case and the amount of money the state has 
for this purpose. In determining the need of any person, the state, 
through local relief offices, takes into account several considera- 
tions. First, an inventory of all his or her property and income 
from whatever source, including gifts from relations and fnends 
is made; second, his or her need for housing, food, clothing, medical 
care and other necessary items, is also determined. Most states 
also impose a residence requirement, which cannot be in excess of 
6 years before eligibility for old-age assistance if they expect 
assistance from the federal government. 

Whatever the state decides the amount of the allowance shall 
be, the federal government pays part, up to a combined federal- 
state maximum of $45 a month for each person. This limit on the 
federal share of the total allowance does not prevent the state 
from paying either less or more than $45 a month. Of this sum, 
the federal government contributes two-thirds of the first $15 of 
the average monthly assistance plus one half of the remainder 
within the maximum. If the maximum of $45 is paid, the federal 
government contributes $25 and the state $20. If the state pays 
more, the amount above $45 is made up entirely by the state out 
of its own funds. 

When a state plan of old-age assistance has been approved by 
the Social Security Administration and has been put into effect. 
Section 5 of the Act provides that the Secretary of the Treasury 
shall pay to such state, beginning with the quarter commencing 
January 1, 1940, an amount for any month not to exceed its legal 
contribution, which shall be used exclusively for the needy mdi- 
dividual who, at the time, is 65 years of age or older and who is not 
an inmate of a public institution. The Act also provides that the 
federal government shall contribute an additional sum equal to 5 
per cent of such amount to share the costs of administering the 
state plan. Based on the maximum of $45, the federal govern- 
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merit’s contribution will be 5 per cent of $25, or $1.25, making a 
total of $26.25 per month per person. 

Federal Old-Age and Survivors’ Insurance Benefits. The old- 
age and survivors’ insurance benefits under the Social Security 
Act is a program that is maintained wholly and entirely by the 
federal government. The Social Security Act includes two general 
insurance programs: (1) an old-age insurance system designed to 
furnish the worker and his family something on which to live when 
he IS too old to work; and, (2) assurance of an income to his de- 
pendents including his wife, children and parents after his death. 
Under this plan, monthly benefits became payable beginning in 
1940. These benefits are payable to workers and to certain de- 
pendents and survivors only if the worker has received wages in 
employment covered by this Act. Covered emplo3rinent is defined 
by the Act to include wage earners in private industry and com- 
merce, such as in factories, shops, mines, mills, stores, offices, 
banks. Professional people, domestics, and agncultural workers 
are not covered. The cost of paying federal old-age and sur- 
vivors’ insurance benefits is offset by taxes that are levied in 
equal amounts on both employer and employees. The amount 
that the federal government will pay depends upon the workers’ 
accumulated wages, earned after 1936 and before he is 65, from 
jobs covered by the plan. The amount of the benefit is computed 
upon the worker’s average monthly wage not in excess of $250 a 
month. 

Amendments to the Social Security Act of August 10, 1939, 
provide, among other changes in the old-age insurance system, 
that lump-sum payments to workers reaching the age of 65 shall 
be discontinued, except when a deceased worker leaves no survivor 
entitled to monthly benefits. Instead, such workers upon filing 
proper application now have an opportunity to get monthly 
benefit payments for life on retiring from work at any time after 
their sixty-fifth birthday. Even if the worker has already re- 
ceived a lump-sum payment under the old program, he may still 
be eligible for monthly payments. The amount of such lump-sum 
payment will, however, be deducted from his monthly benefit. 

Before the Social Security Act was amended in August, 1939, 
wages earned by a worker after he had become 65 did not count 
toward monthly benefits. Under the amended Act, this “stop- 
date ’ at age 65 is removed, so that a worker may continue to 
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build up insurance wage credits regardless of his age, as long as he 
remains in employment covered by the plan. This change was 
made retroactive and became effective as of January 1, 1939. 
Beginning with that date, wages earned in covered employment 
count toward insurance benefits, regardless of the age of the 
worker. This makes it possible for the worker to qualify for 
monthly payments, even if he has reached the age of 65, and does 
not have sufficient wage credits to claim the annuity benefits. 
The law, as now amended, provides that the worker may flaim 
his retirement benefits at any time after the age of 65, provided 
he has acquired sufficient wage credits in covered employment, and 
stops working, or is not earning more than $14.99 a month in a 
job covered by the Social Security Act, 

In summary, wages earned prior to 1939 count toward old- 
age benefits only if they were paid before his sixty-fifth birthday. 
Wages earned after January 1, 1939, count toward benefits re- 
gardless of how old the worker was when he earned them. There- 
fore, if he does not have enough wage credits to qualify for 
monthly old-age insurance benefits when he reaches age 65, he 
may still earti them by continuing to work at jobs covered by the 
Social Security Act. 

The amended old-age insurance program not only provides 
benefits for the individual wage earner, but it also extends the 
same protection to certain members of his family. Under the new 
program, the wife of the beneficiary, if she is also 65 years old, is 
supported by him and is not earning more than $14.99 a month 
on a job covered by the Social Security Act, is entitled to a sup- 
plementary sum equal to one half of her husband's benefits. A 
dependent child under 18, unmamed, and not earning more than 
$14.99 a month on a job covered by the Social Secunty Act, is 
also entitled to a separate payment equal to one half of the father’s 
annuity. A widow over 65 years of age is entitled to three fourths 
of her husband’s benefit. A widow of any age who has dependent 
children in her care is entitled to three fourths of the husband’s 
benefit; in addition, a dependent child under 18 and unmarried, 
not earning more than $14.99 a month on a job covered by the 
Social Security Act, receives a benefit equal to one half of the 
father’s annuity. If the wage earner leaves no widow or child but 
does leave a parent over 65 who was chiefly dependent on him, then 
such parent receives one half of his annuity, provided this parent 
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is not earning more than $14.99 a month on a job covered by the 
Social Security Act. These benefits are payable to the survivors of 
wage earners who die after 1939. If an individual died before the 
end of 1939, his estate received a lump-sum benefit equal to 
per cent of the total wage paid to him in covered employment, as 
under the original law. 

The monthly benefit under this plan is calculated as follows: 
A basic amount equal to 40 per cent of the first $50 of the average 
monthly wage plus 10 per cent of the next $200 of average monthly 
wages; to this is added 1 per cent of the basic amount for each year 
in which the individual was paid at least $200 in covered employ- 
ment. 

The following tables will show the benefits payable under the 
above formula to retired workers with different average earnings, 
and also to their wives, dependent children, and survivors. In 
each case, it is assumed that the wage earner earned $200 or more 
in covered employment in each of three years. With fewer years of 
coverage, the benefits would be slightly lower than the amounts 
shown. The Social Security Law provides that the minimum bene- 

WAGE EARNERS’ AND DEPENDENTS’ 
MONTHLY BENEFITS 


Average 

Monthly 

Wage 

Wage Earner’s 
Monthly 
Benefit 

Benefit for 
Wife 

Over 65 

Benefit for 
Each Dependent 
Child 

$ 50 

$20 60 

$10 30 

$10 30 

100 

25 75 

12 88 

12 88 

150 

30 90 

15 45 

15 45 

200 

36 05 

18 03 

18 03 

250 

41 20 

20 60 

20 60 


SURVIVORS’ MONTHLY BENEFITS 


Average 

Monthly 

Wage 

Widow’s 

Benefit 

Total Benefits 
Widow and 
One Child 

Total Benefits 
Widow and Two 
Children 

$ 50 

$15 45 

$25 75 

$36.05 

100 

19.31 

32 19 

45.06 

150 

23 18 

38 63 

54.08 

200 

27.04 

45 06 

63 09 

250 

30 90 

51 50 

72.10 
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fit shall be $10 a month. If the worker has a wife over 65, the com- 
bined benefit may not be less than $15, and if there is also a de- 
pendent child, the total sum may not be less than $20. The great- 
est total monthly benefit that may be paid is $85. 

Under a 1946 amendment to the Social Security Act, survivors 
of qualified veterans of World War II may receive benefits under 
the old-age and survivors’ insurance program. 

These benefits are payable when the veteran (1) has served at 
any time on or after September 16, 1940, and before the official 
end of World War II; and (2) has had 90 days or more of active 
service in the armed forces or, if his service was less, was discharged 
because of disability or injury, and (3) has died within 3 years 
after his discharge. 

Such veteran is deemed to have died fully insured, and, as in 
case of any other worker, monthly benefits may be paid to his 
unmarried dependent children under age of 18 and to his widow 
at age 65 if she does not remarry, or to his aged dependent parents. 
When no one is immediately eligible for monthly benefits, a lump- 
sum payment may be made. 

The following table shows the receipts and annual benefit pay- 
ments by years under the Federal Old-Age and Survivors’ Insur- 
ance Trust Fund: 

RECEIPTS OF AND BENEFITS PAID FROM FEDERAL 
OLD-AGE AND SURVIVORS’ INSURANCE TRUST FUND 


(Amounts in thousands) 


Year 

Receipts* 

Benefits Paid' 

Year 

Receipts* 

Benefits Paid^ 

1937 

$267,261 

$ 1,016 

1943 

$1,190,405 

$165,938 

1938 

402,412 

10,048 

1944 

1,362,692 

208,972 

1939 

529,951 

580,200 

14,163 

1945 

1,406,823 

273,885 

1940 

35,354 

1946 

1,348,557 

378,104 

1941 

717,259 

88,083 

1947 

1,607,335* 

466,192 

1942 

939,859 

130,675 

1948 

1,806,606 

556,174 


*Federal Budget for 1950, page 931. 


Federal Old-Age and Survivors’ Insurance Trust Fund. Sec- 
tion 201(a), under Title II of the Social Security Act, provides for 
an “Old-Age Trust Fund,” the deposits in which are to be held in 
the Treasury of the United States. This Section states that “There 
is hereby created on the books of the Treasury of the United 

^Annual Report of the Secretary of the Treasury for the Fiscal Year Ended 
June 30, 1947, page 447. 

‘^Data supplied by I. S. Falk, Director Research and Statistics, Social 
Security Administration. 
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States a trust fund to be known as the ‘Federal Old-Age and 
SurviYors’ Insurance Trust Fund.’ ” The trust fund consists of 
the securities held by the Secretary of the Treasury for the Old- 
Age Eeserve Account and the amount standing to the credit of 
the Old-Age Eeserve Account on the books of the Treasury on 
January 1, 1940, which securities and amount the Secretary of the 
Treasury was authorized and directed to transfer to the trust 
fund, and, in addition, “such amounts as may be appropnated to 
the trust fund as hereinafter provided.” There was appropriated 
to the trust fund for the fiscal year ended June 30, 1941, and for 
each fiscal year thereafter, out of any moneys in the treasury not 
otherwise appropriated, amounts equivalent to 100 per cent of 
the taxes received under the Federal Insurance Contributions 
Act and covered in the Treasury. For the fiscal year ended 
June 30, 1948, there was appropriated by Congress the sum of 
$1,819,500,000 to the Federal Old-Age and Survivors’ Insurance 
Trust Fund, and an estimated sum of $1,896,774,000 for 1949. 

The Social Security Act now provides for a Board of Trustees, 
consisting of the Secretary of the Treasury, the Secretary of Labor, 
and the Commissioner of the Social Secunty Administration, to 
hold and manage this trust fund. The Secretary of the Treasury 
is the immediate managing trustee whose duty is to invest such 
portion of this trust fund as, in his judgment, is not required to 
meet current withdrawals. Such investments may be made only 
in interest-bearing direct obligations of the United States Govern- 
ment, or in such other securities as are issued by government 
agencies and are contingently guaranteed as to both principal and 
interest by the federal government. 

The managing trustee, the Secretary of the Treasury, is di- 
rected to pay from the trust fund into the Treasury such amounts 
as are estimated from time to time by him and the Commissioner 
of the Social Security Administration and the Treasury Depart- 
ment for the administration of Title II and Title VIII of this Act 
and the Federal Insurance Contnbutions Act. Such payments 
shall be covered in the Treasury as repajunents to the account for 
reimbursement of expenses incurred in connection with the ad- 
ministration of Titles II and VIII of this Act and the Federal 
Insurance Contributions Act. Such repayments shall not be avail- 
able for expenditures but shall be carried to the surplus fund of 
the Treasury. If it subsequently appears that the estimates in any 
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particular three-month period were too high or too low, appropri- 
ate adjustments shall be made by the managing trustee in future 
payments. 

The following table shows the status of receipts, expenditures, 
and investments of the Federal Old-Age and Survivors Insurance 
Trust Fund as of June 30, 1947:* 

RECEIPTS, EXPENDITURES, AND INVESTMENTS OF THE 
FEDERAL OLD-AGE AND SURVIVORS’ INSURANCE 
TRUST FUND, JUNE 30, 1947 


I 

Receipts, total 

$10,558,750,936 25 

II 

Expenditures, total 

1,760,735,989.52 
$ 8,798,014,946.73 

III 

Investments 



Treasury Notes 

$ 1,109,000,000.00 


Treasury Certificates 

5,995,000,000.00 


Treasury Bonds 

1,638,334,250 00 


Total Investments 

$ 8,742,334,250.00 

IV. 

Unexpended balances 

55,680,696.73 

V. 

Total Assets 

$ 8,798,014,946 73 


Unemployment Insurance Act. The purposes of unemployment 
compensation are to provide an income to the worker during the 
time when he is out of a job and to encourage the states to main- 
tain unemployment insurance systems. In a sense, it is an insur- 
ance against the loss of wages, and of a reasonable standard of 
living. Much human want and destitution that result from un- 
employment arise out of conditions over which the workers have 
little or no control. The fluctuations of the business cycle and 
general industrial conditions affect greatly the volume of employ- 
ment. The shift of the age distribution, coupled with long periods 
of enforced idleness during depressions, is making it more difficult 
for elderly groups to earn a livelihood. Technological improve- 
ments have, at least immediately, the tendency to throw both old 
and young employees out of employment. Unemployment is, 
therefore, in part a social problem by which the public interest 
is greatly affected. 

Until recently, with each slack in business, the employer pro- 
ceeded to cut his costs, partly by lowering wages and partly by 

“Annual Report of the Secretary of the Treasury for the Fiscal Year ended 
June 30, 1947, p 447. 
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reducing the number on his payroll, both of which greatly affected 
the total purchasing power of all the working classes and thereby 
increased and prolonged the evil consequences growing out of un- 
emplo 3 Tnent. Businessmen are now beginning to realize that 
wages and employment must be kept at their highest possible 
level in order that the volume of purchasing power of the masses 
may be sufficient to absorb the products of industry, and thus to 
keep industry in operation. Economic difficulties can arise when 
there is not a fair balance between production of goods and serv- 
ices and total purchasing power. 

Unemployment compensation is, therefore, intended to meet 
two great social issues: first, to guarantee the necessities of life, 
such as food, clothing, and shelter, to the laboring classes during 
periods of unemployment; and, second, to maintain a market for 
industrial and agricultural products by effecting a better distribu- 
tion of purchasing power among those who would otherwise drop 
out of the market. To accomplish these results, government has 
become an indispensable factor in the administration of this 
form of aid. 

Requirements of State Law. The federal government has no 
unemployment compensation law. Except for certain general pro- 
visions that are prescribed by the federal government, each state 
is left free to provide its own unemployment compensation pro- 
gram. Any state may or may nut permit separate industry and 
plant accounts, and may or may not require employees’ contri- 
butions in addition to the sum paid by the employers. Each state 
may fix its own benefit rates or waiting periods, and each is charged 
with direct responsibility for administration. 

The amount of the weekly benefit payments a worker may 
receive while unemployed therefore varies rather widely among 
states. Usually, it is about half the worker’s full-time weekly pay, 
except when there is prescribed a maximum and minimum. The 
maximum among the states ranges from $15 to $28 a week. The 
minimum varies from $3 to $10 a week. Most states provide 
partial benefits for partial imemployment. The ma.xTTrmm period 
during which such benefits may be paid also varies, ranging from 
2 to 30 weeks. 

The entire plan of unemployment compensation is therefore a 
co-operative federal-state program. The federal government does 
not administer any part of this program. Instead, it merely helps 
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the states to finance and to administer their own plans The 
federal government has, however, adopted measures to insure uni- 
formity with respect to the cost to employers. It assures the 
safety of all reserve funds and seeks to secure efficient administra- 
tion of unemployment compensation throughout the country. At 
the same time, it allows freedom for variations to meet the different 
conditions in the several states andmakes it possible to get the prac- 
tical experience needed to test the various theories that have been 
current as to the best type of unemployment compensation act.’^ 

The Social Security Administration is charged with the ad- 
ministration of the federal part of the unemployment compen- 
sation system — other than the investment of the funds, which is a 
function of the managing trustee, the Secretary of the Treasury. 
This board is to assist the states with their problems of adminis- 
tration and is required to certify annually to the Secretary of the 
Treasury which state laws comply with the prescribed federal 
standards. The board is also required to certify to the Secretary 
of the Treasury the amount of payment that should be made to 
each state for the proper administration of its unemployment 
compensation law. The board’s determination of such fixed sum 
is based upon (1) the population of the state, (2) an estimate of 
the number of persons covered by the law, and (3) such other 
factors as should be taken into consideration. 

In general, each state decides upon its own tax rate, the tax 
bases upon which levies ^re to be made, whether or not employees 
contribute, the size of business establishment subject to the law, 
the kinds of employment covered, and other relevant conditions. 
Each state is free to enact any type of unemployment compensa- 
tions law which seems appropriate to its particular conditions, 
except that, to secure the approval of the Social Security Adminis- 
tration for federal co-operation, each state must provide that 
(1) all compensation is to be paid through some public employment 
office of the state or one approved by the Administration; (2) no 
compensation is to be paid for any day of unemployment occurring 
within two years after the first day of the first period with respect 
to which contributions are required; (3) all money received for the 
unemployment fund shall be paid to the Secretary of the Treasury 
for credit to the Unemployment Trust Fund; (4) compensation 
shall not be denied by any state to any eligible individual for 

’’Congressional Record, Vol. 79, Part 13, pp. 14, 160. 
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refusing to accept new work under any of the following conditions: 
(a) if the position offered is vacant due directly to a strike, lockout, 
or other labor dispute; (b) if the wages, hours, or other conditions 
of work are substantially less favorable to the individual than 
those prevailing for similar work in the locality; (c) if, as a condi- 
tion of being employed, the individual would be required to join a 
company union or to resign from or refrain from joining any bona 
fide labor organization. 

The administration of unemplosunent compensation is there- 
fore a joint interfiscal project between the states and the federal 
government. Under Section 301 of the Social Security Act, for 
the purpose of assisting the states in the administration of their 
unemployment compensation laws, there was authorized to be 
appropriated for the fiscal year ended June 30, 1936, the sum of 
$4,000,000 for each fiscal year thereafter, up to and including 1938; 
the sum of $49,000,000 for 1939; and for each year thereafter, the 
sum of $80,000,000. In the 1948 fiscal year there was appropriated 
by Congress to the Unemployment Trust Fund $1,404,050,000 
and an estimated sum for 1949 of $1,416,611,930. 

Employment Taxes. The Federal Internal Revenue Code of 
1939 under the Social Security Act provided for certain taxes upon 
employment other than by common carriers. Section 1400 of the 
Code requires that, in addition to other taxes, there shall be 
levied, collected, and paid upon the income of every individual a 
tax equal to the following percentages of the wages received by 
him after December 31, 1936, with respect to employment after 
such date: 

1. With respect to wages received during the calendar years 
1939, 1940, 1941, and 1942, the rate shall be 1 per centum. 

2. With respect to wages received during the calendar years 
1943, 1944, and 1945, the rate shall be 2 per centum. 

3. With respect to wages received during the calendar years 
1946, 1947, and 1948, the rate shall be per centum. 

4 With -respect to wages received after December 31, 1948, 
the rate shall be 3 per centum. 

But these rates have been fixed by act of Congress 
through December 31, 1949, at 1 per cent Beginning Jan- 
uary 1, 1950, the rate may become IJ^ per cent. 

As a tax on employers. Section 1410 of the Code provides that, 
in addition to other taxes, every employer shall pay an excise tax, 
with respect to having individuals in his employ, equal to the 
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following percentages of the wages paid by him after December 31, 
1936, on employment after such date: 

1. With respect to wages paid during the calendar years 1939, 

1940, 1941, and 1942, the rate shall be 1 per centum. 

2. With respect to wages paid during the calendar years 1943, 
1944, and 1945, the rate shall be 2 per centum. 

3. With respect to wages paid during the calendar years 1946, 
1947, and 1948, the rate shall be 2}4 P^r centum. 

4. With respect to wages paid after December 31, 1948, the 
rate shall be 3 per centum. 

But these rates have been fixed by act of Congress through 
December 31, 1949, at 1 per cent Beginning on January 1, 
1950, the rate shall be 13^ per cent. 

On January 1, 1937, the excise tax on employers and the levies 
on the incomes of employees under Title VIII of the Social Se- 
curity Act, began to accrue. All employers, regardless of the 
number of their employees, were subject to the payroll tax under 
this title of the Act, unless they were specifically exempt. Be- 
ginning January 1, 1939, every employee, regardless of age, was 
subject to the tax as imposed under Title VIII, unless he was 
engaged in some exempted employment, such as the professions, 
agriculture and domestic service. 

The tax on both employer and employee was based on ' Vages'^ 
payable for employment during the calendar year. The term 
*Vages’' was defined in the Act as the remuneration up to the 
first $3,000, payable each year to each employee. The employer is 
responsible for the payment of both his own and his employee's 
tax from wage payments. The employees^ tax becomes effective 
at the time that wages are either actually or constructively re- 
ceived, when they are credited to the account of, or set aside for, 
an employee, if not yet actually in his possession. 

Taxes were imposed on both employers and employees for old- 
age benefit purposes under the original Title VIII of the Social 
Security Act. The provisions of this title were later incorporated 
into Subchapter A of Chapter 9 of the Internal Revenue Code 
and were amended by the Social Security Act Amendment of 1939. 
Subchapter A is now designated as the ‘^Federal Insurance Contri- 
butions Act.'^ Title II of the Social Security Act, which provided 
for the payment of old-age benefits, has also been entirely revised 
and made effective on January 1, 1940. It now bears the title of 
'Tederal Old-Age and Survivors' Insurance Benefits.” 
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Under the Federal Unemployment Tax Act, the levy applies 
only to those employers who have eight or more employees dunng 
a total of 20 or more weeks dunng the calendar year. For the 
year 1939, this tax applied at the rate of 3 per cent of the total 
wages paid by the employer to each of his employees for work 
done during the year. This tax is paid by the employer. The 
employer is allowed a credit of as much as 90 per cent, or 2.7 per 
cent out of the 3 per cent tax, against this tax for contnbutions 
paid by him under state unemplosnment compensation laws ap- 
proved by the Social Security Administration. Ten per cent, or 

0.3 per cent out of the 3 per cent tax, is to be used for payment of 
the expenses of administration by the federal and state govern- 
ment. The purpose of this payroll tax was in part to encourage 
the states to pass unemployment compensation laws. A few states 
contended that this credit system amounted to the federal govern- 
ment’s coercing the states into enacting legislation respecting 
subjects which were within their absolute direction; but such con- 
tention is hardly valid. The states were free to act or not to act 

The following table shows the status of receipts, expenditures, 
and investments of the Unemployment Trust Fund as of June 30, 
1947.8 

RECEIPTS, EXPENDITURES, AND INVESTMENTS OF THE 
UNEMPLOYMENT TRUST FUND, JUNE 30, 1947 

I Receipts, Total Cumulative 

Through June 30, 1947 $12,272,825,614 40 

II Expenditures, Total 4,403,781,167 39 

7,869,044,447 01 

III. Investments: 

1. Special Treasury Certificates, 2% $ 7,142,000,000 00 

2. Treasury Bonds 710,000,000 00 

7,852,000,000 00 

3. Cash Unexpended 17,044,447 01 

Total Assets $ 7,869,044,447 01 


Treasury for the Fiscal Year 

ended June 30, 1947, pp. 449, 450 
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The following table shows the receipts and annual benefit pay- 
ments by years under the Unemployment Trust Fund: 


UNEMPLOYMENT TRUST FUND 
RECEIPTS AND BENEFITS, 1936-1948 

( Amounts in Thousands) 


Year 

Receipts 3 

Benefits^o 



Withdrawals 

Railroad Unemployment 



by states 

Ins. Account Benefits 

1936 

$ 18,949 

$ 150 


1937 

294,439 

2,100 


1938 

762,832 

404,025 


1939 

838,087 

429 094 

§ 5,252 

1940 

958,639 

517,167 

15,449 

1941 

1,113,922 

341,927 

15,088 

1942 

1,243,587 

344,263 

6,695 

1943 

1,398,524 

77,583 

1,014 

1944 

1,566,909 

62,975 

568 

1945 

1,507,756 

461,268 

1,949 

1946 

1,279,779 

1,103,553 

39,168 

1947 

1,289,398 

786,648 

54,862 

1948 

1 312,906* 

852,484 

60,120 

*Federal Budget of 1950, page 931. 



Other Types of Government Aid. In addition to aids to the 
aged and to the unemployed, the federal government also co- 
operates, under the Social Security Act and its amendments, with 
the states in furnishing financial assistance to dependent children, 
maternal and child welfare, public health, and the blind. The need 
seems almost overwhelming, especially when the United States 
Children's Bureau, testifying before the Senate in March, 1946, 
reported that there were in this country 200,000 children with 
epilepsy; 500,000 with rheumatic fever and heart disease; 175,000 
with active tuberculosis; 500,000 with orthopedic and plastic de- 
fects; 1,000,000 with hearing defects; 4,000,000 with visual defects 
requiring correction with glasses, 20,000,000 with dental defects. 

To qualify for contributions from the federal government 
toward supporting special care for such children, the state must, 
in general, (1) establish a definite plan for providing such care, 
(2) provide for the necessary administrative machinery, (3) assure 
“Annual Report of the Secretary of the Treasury for the Fiscal Year Ended 
June 30, 1947, page 449-450. x o • i 

“Data supphed by I. S. Falk, Director Research and Statistics, Social 
Seeunty Administration. 
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that it shall be equally in effect in all political subdivisions of the 
state, (4) provide a financial program for the participation by the 
state, and (5) insure an opportunity for a fair hearing for any 
claimant whose claim has been denied. 

Dependent Children. For the purpose of assisting each state 
to furnish financial aid to needy dependent children. Congress 
was authorized under Section 401 of the Social Security Act to 
appropriate for the fiscal year ended June 30, 1936, the sum of 
$^,750,000, and thereafter such additional amounts as will be 
necessary to carry out the purpose of this title. 

The law requires each state to make a contnbution for the 
same purpose, and its plan must meet the approval of the Social 
Security Administration. The board cannot, however, approve any 
plan that imposes, as a condition of eligibility for aid to dependent 
children, a residence requirement that denies aid with respect to 
any child (1) who had lived in the state for one year immediately 
preceding the application for such aid, or (2) who was bom within 
the state within one year immediately preceding the application, 
if its mother has resided in the state for one year immediately 
preceding the birth. 

The federal government exercises no supervision whatever over 
the forms of taxation or the manner of levy and collections that 
the state may employ in raising its part of the money necessary 
to become eligible for this federal grant. 

The Social Security Act also provides that the federal govern- 
ment will contribute its share of payments made by any state 
within limits of $24 a month for the first dependent child and $15 
a month for each additional child in the same family. The federal 
government’s share is two-thirds of the first $9, or $6, of the 
average monthly payment per child, plus one-half of the re- 
mainder of expenditures within the maximums. The state may 
pay more than the matching sums or it may pay less, as its law 
requires. A "dependent child” is defined as one who is under the 
age of 16, or 18 if he is regularly attending school, and who has 
been deprived of parental support through death, absence, or 
incapacity of his parents, and who is living in a private home "with 
relatives. 

All federal appropriations for the purpose of carrying out the 
provisions of this title are deposited with the Secretary of the 
Treasury who shall pay to each state an amount that is necessary 
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in accordance with the execution of its plan. The method of 
computing and paying such amount shall be as follows: 

1. The board shall, prior to the beginning of each quarter, 
estimate the amount to be paid to the state for such quarter, 
based upon a report from the state as to the estimated 
amount necessary to care for its dependent children. The 
federal government, of course, only pays half of such esti- 
mated amount for the ensuing quarter. 

2. The board shall then certify to the Secretary of the Treasury 
the amount so estimated. 

3. The Secretary of the Treasury shall, through the dmsion of 
disbursement of the Treasury Department and prior to 
audit or settlement by the General Accounting Office, pay 
to the state, at the time fixed by the board, the amount so 
certified. 

The Social Security Adminstration, through its Commissioner, 
reserves the right to withhold certification and payment of federal 
money to any state that has failed substantially to comply with 
the provisions of the Social Security Act. 

Maternal and Child Welfare. Beginning July 1, 1935, the 
federal government began sharing expense with the states for 
promoting the health of mothers and children, especially in rural 
areas where they may be suffering from severe economic distress. 
The administration of this section in the Social Security Actis in the 
hands of the Secretary of the Department of Labor, whose duty it is 
to approve the plans of the states, and to certify to the Secretary 
of the Treasury the amount of funds that should be so allocated. 

Section 501 of the Social Security Act authorized Congress to 
appropriate $5,820,000 for the fiscal year ended June 30, 1936, for 
the purpose of assisting the states in promoting maternal and child 
welfare. Section 602 of the same Act provided that out of the 
above sum the Secretary of Labor may allot to each eligible state 
$20,000, and such part of $2,800,000 as represents the proportion 
of the number of live births in such state to the total number in 
the United States. The Secretary of Labor is also authorized to 
allot to the states, out of the same general appropriation, up to 
$1,980,000 according to the financial needs of each state for assist- 
ance in carrying out its plan for these purposes. Under the Social 
Security Act, as amended in August, 1946, Congress may appro- 
priate each year the sum of $11,000,000 for maternal and child 
health services. This sum was appropriated for the fiscal year 



182 


Public Finance 


[Ch. 8 


1947-1948. Half of this amount, or $5,500,000, or any part thereof, 
must be matched by the State. 

All federal appropriations for aiding the states in maternal and 
child welfare are put under the custody of the Secretary of the 
Treasury. The Act requires the Secretary of Labor to ascertain, 
at the beginning of each quarter, from each eligible state, the total 
amount that it will spend for maternal and child welfare and to 
certify to the Secretary of the Treasury that one half of this sum 
be paid. 

Further aid is extended to the states through the Children’s 
Bureau for meeting the costs of medical care of crippled children, 
and is allocated on the basis of need, taking into consideration the 
number of patients that require attention. The federal govern- 
ment will pay to each state, which has an approved plan for ser- 
vices to crippled children, an amount equal to one half of the total 
sum expended. Under the Social Security Act, as amended in 
August, 1946, Congress may appropriate, and did for 1947-1948, 
$7,500,000. Half of this amount, or $3,750,000, must be matched 
by the states. 

The federal government also extends, through the Children’s 
Bureau, grants in aid to states for the protection and care of 
homeless, dependent, and neglected children who are in danger of 
becoming delinquent. This amount is to be allotted by the Secre- 
tary of Labor to the states primanly on the basis of rural popula- 
tion. The amount so allotted is to be expended to defray part or 
the cost of child-welfare services in areas predominantly rural of 
wherever there is special need. 

The federal government appropriates annually a sum of money 
in order to enable it to co-operate with the states and Hawaii for 
the promotion of vocational rehabilitation of persons disabled in 
industry or otherwise and to return them to civil employment. 

For the purpose of preventing sickness and of stamping out 
certain tyrpes of diseases, the federal government co-operates with 
the states in establishing public health services. Allotments to the 
states are to be made by the United States Surgeon General of the 
Public Health Service, with the approval of the Secretary of the 
Treasury, on the basis of population, the special health problems 
of the community, and the financial needs of the respective states. 
This money is to be used by the states for extending service and 
assistance to counties and other governmental units in maintain- 
ing adequate public health programs. 
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Aid to the Blind. This federal aid is made for the purpose of 
enabling each state to furnish financial assistance to needy indi- 
viduals who are blind. This sum is made available for making 
payments to states that have submitted and had approved by the 
Social Security Administration state plans for aiding the blind. 
The federal government appropriated an amount equal to one 
half the total sum expended under the state plan with respect to 
each individual who is blind and is not an inmate of a public 
institution. This federal aid is limited to a maximum of $20 per 
month to each eligible individual, and a sum equal to 50 per cent 
of the total states’ administration expenses. 

The state plan must comply with certain standards prescribed 
by the federal government, such as provision for financial partici- 
pation by the state, designation of a single state agency to ad- 
minister the plan, and provision that no aid shall be furnished to 
a blind individual while in receipt of old-age assistance. 

The Social Security Act provided that, for aiding the states in 
furnishing financial assistance to needy individuals who are blind, 
Congress was authonzed to appropriate for the fiscal year ended 
June 30, 1936, the sum of $3,000,000, and such amount thereafter 
as might be necessary to carry out the purposes of this title. The 
federal government also shares in the expense of administration of 
the law. The sum of $8,000,000 was appropnated in 1940, and 
about $10,000,000 was required during the fiscal year ended June, 
1941, to carry out the purposes of this title. The sums made avail- 
able are used for making payments to states that have submitted, 
and have had approved by the Social Security Administration, 
state plans for aid to the blind. The Social Security Administra- 
tion reserves the right to withhold payments in case the state does 
not comply with the provisions of the Social Security Act. 

The United States Employment Service. The participation by 
the federal government in placement of labor originated m 1907 
with the creation of the Division of Information, Bureau of Im- 
migration and Naturalization in the Department of Labor. The 
Employment Service was later established by a departmental 
order as a unit in the Department of Labor in 1918. 

With the enactment of the Wagner-Peyser Law in 1933,“ and 
its amendment in 1935, the United States Employment Service 
was greatly expanded. This Act provided that, in order to pro- 
i^Wagner-Peyser Act, 48 Fed. Stat. 113; 29 U. S. C. 49 (June 6, 1933). 
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mote the establishment and maintenance of a national system of 
public employment offices, there be created in the Department of 
Labor a bureau to be known as the United States Emplo 3 nnent 
Service. These employment offices, where those who are seeking 
jobs may register and where the employer may secure both skilled 
and unskilled labor, are maintained m every important center 
throughout the United States. 

The federal government lent substantial financial assistance to 
the states in the development of this employment service. The 
Act authorized Congress to appropnate $1,500,000 for the fiscal 
year of 19S4, $4,000,000 annually up to and including 1938, and 
thereafter such amounts as might be necessary from time to time 
for this purpose. The Act also provided that 75 per cent of the 
amounts appropriated should be apportioned among the several 
states in the ratio of their respective populations to the total of 
the United States. This money was to be used for the purpose of 
establishing and maintaining a system of public employment 
offices in the several states. After January 1, 1936, under the 
Wagner-Peyser Act, no state should be apportioned less than 
$10,000. The law also provided that no payment should be made 
to any state until it had appropriated an equal sum for the purpose 
of maintaining public emplo 3 ment offices. To be eligible for such 
apportionment, the state must accept the provisions of the 
Wagner-Peyser Act and create the necessary administrative ma- 
chinery for co-operating with the federal government. The federal 
government at all times reserves the nght to withhold all co- 
operation with the states if the latter refuse or fail to comply with 
the provisions of the Act. States, in order to receive the benefits, 
are required to submit to the Director of the United States Em- 
ployment Service detailed plans for carrying out the provision of 
the law. If the plans are in conformity with the provisions, they 
are approved by the federal agency and the funds are allocated. 
This federal agency is charged with the responsibility of deter- 
mining whether the public employment offices maintained by the 
states are conducted upon standards of efficiency required for ful- 
filling the purposes of the law. 

Both the federal and state governments make their contribu- 
tions out of general revenue that is collected by such methods as 
to them seem most reasonable and just. The federal government, 
however, does derive considerable money from private funds such 
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as the Laura Spellman Rockefeller Foundation, which is used 
entirely for research on the problems of unemployment. Funds 
for the maintenance and operation of the system of emplosonent 
office service are appropnated out of the general federal and state 
revenues. In either case, no special taxes are levied to raise the 
necessary funds for these purposes. 

All federal money for the purposes of the Wagner-Peyser Act 
is held in the Treasury of the United States and may be allocated 
to a state only upon proper request by the Director of the United 
States Employment Service. 

The United States Employment Service was formerly lodged 
in the Department of Labor. But under the President’s “govern- 
ment reorganization plan” of July, 1939, the new Bureau of Em- 
plo 3 nnent Security was created under the Social Security Board, 
into which was consolidated the job-insurance activities of the 
United States Employment Service. Later, by Executive Order, 
the United States Employment Service was made part of the War 
Manpower Commission until its liquidation when it was put back 
in the Department of Labor. The United States Employment 
Service was transferred back to the Social Secunty Administration 
on July 1,1948. 

After World War II, when unemployment had reached a 
minimum. Congress, provided, by an Act on July 26, 1946, that 
all public employment offices he returned to the states as of 
November 16 of that year. Thus, the federal government ceased to 
co-operate with the states on employment placement on that date. 

Summary. The Social Secunty Act furnishes one of the best 
examples of financial co-operation between the federal government 
and the vanous states for the accomplishment of common ob- 
jectives. It may be reasonably assumed that that type of co- 
operation IS but the beginning of what may be expected between 
these two governments in the future. The present-day economic 
and social problems are becoming too complex and too extensive 
for either government to handle them alone. 

This plan of social security finance is, to a very large extent, 
responsible for the development of new levies of taxes and for the 
increase in public expenditures. It gives a new slant on the redis- 
tnbution of wealth. It emphasizes the fact that security in all its 
forms is to be regarded in the future as an indispensable function 
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of government. It has now become necessary for both the federal 
and state governments to budget for such expenditures 

The problems of administration under the Social Secunty Act 
have not only rested heavily upon the federal and state govern- 
ments, but also upon private business corporations. The latter, in 
many cases, have been made instruments through which the taxes 
have been levied and collected. In one sense, the Social Security 
Act is a plan of enforced savings for the aged and the low-wage 
earning groups. It is a co-operative plan of the federal and state 
governments by which aid to certain dependent and under- 
privileged classes is extended. 

In such instances as assistance to the blind, dependent children, 
maternal and child welfare, for the establishment of health pro- 
grams, and the maintenance and operation of a system of employ- 
ment offices throughout the states under the United States 
Employment Service, the federal and state governments appro- 
priate the money out of the proceeds of the general revenue 
derived by taxation. Under such conditions, when the burden is 
spread over the entire tax system, there is no problem in regard to 
shifting and incidence upon a particular group or groups. For 
such purposes, neither the federal nor state governments levy 
special taxes to denve the necessary revenue. But in such cases as 
unemployment compensation and federal insurance contributions, 
where the revenue is derived by a special tax that is divided be- 
tween the employer and employee, the question of shifting and 
incidence of the burden becomes very important. Since such tax 
is regarded as a factor in the cost of production, the tendency is 
for the employer either to shift the burden forward onto the con- 
sumer in higher prices or on the laborer in lower wages. It is 
extremely doubtful that the employer will be able to shift the tax 
burden to the consumer by way of higher prices because the levy 
neither substantially affects the supply and demand of the goods 
nor increases the total purchasing power in the community. If the 
burden is shifted at all, it is more likely to fall upon the laborer in 
the form of lower wages. Whether or not the wages of those em- 
ployed are reduced or those who are hired receive less because of 
these social secunty taxes, is a question that is yet to be answered. 

The federal and state governments have not only seen fit to 
co-operate in giving assistance to the aged, the unemployed, the 
dependents, and the unfortunates, in the way of direct relief under 
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the Social Security Act, but also through the United States Em- 
ployment Service to aid the unemployed in finding jobs. These 
various emplo 3 mient offices, under the United States Employment 
Service, act as cleanng houses for bnnging employers and em- 
ployees together. The Employment Service also makes extensive 
study of the problems of unemployment, job analysis, and general 
placement of labor. This service of aiding the unemployed to find 
jobs should be regarded as more productive from a social point 
of view than any direct relief. 

TEXT QUESTIONS 

1. What IS the purpose of the United States Employment Service‘s 

2 What is Social Security? 

3 What control does the Secretary of the Treasury exercise over 
the various government trust funds? 

4. When and in what country was a national health insurance plan 
first instituted? 

5. Give a brief summary of the British ‘‘cradle to the grave” program. 

6. When was the Federal Social Security Act enacted? 

7. What are the eight services of the Federal Social Security Act*^ 

8. Differentiate between old-age assistance and old-age insurance. 

9. What is unemployment insurance? 

10. To what extent does the federal government participate in unem- 
ployment insurance? 

11. What IS the current federal employment tax on employees? 

12. What are “wages” under the Social Security Act? 

13 To what extent is social security provided for dependent children 
by the federal government? 

14 What is a “dependent” child? 

15. Enumerate the provisions for maternal and child welfare under 
the Social Security Act 

16 How much was spent by the federal government, in 1941, for 
aid to the blind? 

17. When did federal participation in labor placement begin? 

18. What is the Wagner-Peyser law of 1933? 

19. Is U.S.E.S. a part of the Department of Labor? 

20 Does the federal government still participate in employment 
placement? 

RESEARCH TOPICS 

1. What aids does your state give to the unemployed? To what 
extent does the federal government help your state in taking care 
of the unemployed? How is this aid apportioned between the 
state and the federal government‘s How does your state raise 
the funds used for aid to the unemployed? 

2. Make a study of the workmen's compensation plan in use in your 
state. Give special attention to the organization which makes it 
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operate. Review some of the legal problems and case decisions 
which have been raised in regard to its enforcement. How is 
the money raised which your state uses in this workmen’s com- 
pensation plan? 

3. Make a study of the Bntish Social Security plan, and compare 
its coverage and costs to the social security in operation in the 
United States. Ascertain the benefit payments in each case, and, 
in terms of standard living and costs of living determine their 
adequacy. 

4. Summarize the arguments for and against compulsory health 
insurance in this country. 
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CHAPTER 9 


GOVERNMENT BUDGET: 

ITS HISTORY AND PREPARATION 

The modem government, at least one that presides over mil- 
lions of people, receives a large annual income and, of course, 
makes billions of dollars of disbursements . Such governments 
have become extremely complex. Certain affairs are handled 
more or less directly by establishments and major departments, 
which are usually further subdivided into divisions, bureaus, 
offices, or whatever name they ma^ take. Any one of these may 
have little or no direct relation with the others. In the case of the 
federal government, they are all maintained almost entirely by 
congressional appropriations. In the United States, there are 
many independent government agencies. These, too, must have 
support. In addition, the law-making bodies are continually mak- 
ing appropriations for research studies, investigations, or for 
other purposes that meet their plans. In short, the government’s 
expenditures flow through many channels. How is the annual 
government income apportioned among the many spending 
agencies? How is the total income brought into relation with the 
total outgo? What effects do these government incomes and out- 
goes have on the whole economy? These, and related questions, 
may be studied in the operation of the budgets 
’ At this point, the student should be sure that he has dis- 
covered the part that budgeting plays in government finances. 

In an earlier chapter it was explained how the functions of govern- 
ment and their costs are first determined and then a program of 
taxation and public borrowings is arranged to meet these costs, 
^he budget contains an itemized record of these expenditures 
and incomes, and effects a correlation of the two. Budgeting is v 
therefore the administration of the fiscal affairs of government. 

Meaning of the Term Budget. Someone has defined budgeting 

in general as the government worrying about its expenditures and 

revenues in advance. The term budget originally came from the 

French la bougette, a little bag in which the Chancellor of the 

Exchequer kept his papers. Now it refers 

hensive statement, usually for one year, 

_ _____ — ■ 


to a jienodic c omurfi - 
of "the total financia' 
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operations of the state or of its political subdi visi ons. Ifljts prac- 
tical sense, a budget presents a detailed account of the compara- 
tive incomes and expenditures of the current and preceding fiscal 
years and that of the one next beginning. It contains also a system 
of taxation, suggested by the chief executive to the legislative 
body for producing the needed revenues, and a broad outline of 
the fiscal policy as it affects the whole economy for the next 
budgetary year. 

In its largest sense, the budgetary process is designed to reduce 
the penis of inefficiency, extravagence, and fraud in the fiscal 
operations of govemment» It creates an administrative machinery 
by means of which the whole process of government expenditures 
and of revenues are co-ordinated. It provides for the management 
of all credit and borrowing operations of the state and for the 
custody of public funds, usually through the central banking 
institution. In its modem connotation, the term budget is there- 
fore regarded as including all the financial operations of a govern- 
ment, or of its political subdivisions, for a definite period of time, 
as prepared by the chief executive, legalized by the properly con- 
stituted legislative body of the people, and carried into effect ac- 
cording to law by those who have been authonzed to act for this 
purpose. The budget is, therefore, fiscal in its nature. It parties 
of both the political and economic functions of government. "The 
budget is the one public document that sets forth a catalog of 
all the functions and activities of the state and the amounts that 
may legally be expended on each. It is the only basis upon which 
a sound efficient fiscal system of government may be founded 
and administered. 

History of the Budget. The budget, in some form, has been 
adopted by every country of importance; it is one aspect of 
modem fiscal administration of government that has become all 
but universal. It is used by local political units as well as by 
central governments. Comparatively speaking, budgeting is of 
fairly recent ongm and development. Even during the time of 
Adam Smith the idea of government budgeting was not under- 
stood widely. He did not even mention the term in his book. The 
Wealth of Nations. It was not until well after the turn of the 
nineteenth century that the real significance of the science of 
budgeting began to be realized. The change in point of view was 
probably due to the great extension of state functions, to the 
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wide popular or democratic control over public expenditures and 
revenues, to the necessity for checking waste and for the in- 
stitution of greater efficiency in the fiscal affairs of political opera- 
tions, and to the tremendous growth in the use <rf public credit 
and deficit financing in government activities in all countries of 
the world. 

Scientific control of government finance through budgeting has 
reached a higher degree of perfection in England than in any other 
country. In fact, in ordinary times, English statesmen regard the 
forecasting of government expenditures and revenues for the fiscal 
year as unsatisfactory if either or both of these amounts vary by 
as much as one half of one per cent of the budget estimates. This 
fact is probably due to the early development of the democratic 
form of government among the English-speaking nations. The 
budget seems to have become an indispensable part of democracy. 

The early English king regarded all the property of the realm 
as his own. He, therefore, proceeded to make such use of it as he 
chose and to spend without restraint or accounting. Then followed 
the long struggle between the king and his subjects to gain control 
of the public purse. The first success of the people came in 1215 
when the people forced King John to sign the Magna Charta. In 
that document, the king agreed to make expenditures and to levy 
taxes only under specified conditions and always in a reasonable 
manner. In the seventeenth century came the long struggle be- 
tween the Stuarts and Parliament ending in 1688 in the Bill of 
Rights, which gave Parliament full power to levy taxes and to 
authorize public expenditures. Popular control of all financial 
operations of the government through legislative assemblies spread 
rapidly to other countries, and some form of budgetary procedure 
was adopted. 

Essentials of a Budget. The budget is a financial program of 
the government. It is about the only means of co-ordinating state 
expenditures and state revenue and keeping them in balance. The 
budget is usually drafted under the supervision of the chief execu- 
tive. In practice, the entire budgetary procedure breaks itself into 
(1) the preparation of estimates of expenditures and revenues and 
a comparative statement of the financial conditions of the state 
before and after its proposals are put into effect; (2) the legislative 
enactments necessary to provide for the expenditures and the 
funds to meet these outlays; and (3) the execution in the opening 
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of the accounts and the auditing and administering of them in 
accordance with their legal authorization. 

The budget is not intended to present the complete financial 
status of the state at any particular time. It does not show the 
total assets and liabilities of the state. It contains only the current 
income and expenditures of the government for a specified period 
of time and a program for raising revenue. The period of the 
budget, usually called the fiscal year, rarely extends over a longer 
time than twelve months. A shorter penod would not only in- 
crease the difficulty of forecasting future fiscal conditions, but it 
would lessen the control of the legislative branch over state ex- 
penditures and taxation and over policies of deficit financing. The 
time of the year when the fiscal period of a government begins is 
entirely a matter of convenience. In the United States, the new 
budget takes effect annually on July 1,^ while in England, since 
1854, it has been the first of April of each year. 

The question of whether or not the budget becomes a law when 
it is approved by the legislative body has been much discussed in 
political circles. That it is not a law, except as specifically provided 
in its enactment, is the agreed opinion of political scientists. If it 
were a statute, it would be necessary for it to follow the usual 
parliamentary routine before the legislative body and to be signed 
subsequently by the chief executive. Instead the budget is a re- 
port on the financial state of the government by the chief executive 
to the legislative body. The chief executive asks the fund-raising 
and fimd-granting body for authorization to make the specified 
expenditures and to collect the required revenue as contained in 
the budget. Within certain constitutional limits, it is the right of 
the legislative branch to withhold or to authorize budget requests 
as they come before it for consideration. This power of legislative 
control over the budget will be discussed more fully at a later 
point in this chapter. 

The British Budget. The experience of England, as well as 
/many other countries in Europe, m budget making greatly ante- 
dates that of the United States. Therefore, it is desirable to discuss 
briefly the budgetary systems of a few of these countries before 
presenting the fiscal practices now in use in the United States. 

‘From 1789 to 1842 the fiscal year in the United States ended December 31 ; 
from 1844 to date, on June 30. 
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The British Treasury is entirely an administrative body. It is 
head of the fiscal activities of the British government. Any pro- 
posals that involve expenditures of public fxmds, together with full 
explanation, must first be submitted to it for approval. About 
October 1 of each year, the British Treasury requests the various 
departments of the government to submit a complete itemized list 
of all proposed expenditures for the next fiscal period, which begins 
on the first day of April. The estimate clerk of the Treasury checks 
each item against its authorization and makes comparison with 
similar expenditures for previous years. Because of an emergency, 
the expenditure for some function may have been temporarily 
increased. In such case, care must be taken that is it not con- 
tinued after it is no longer necessary. On the other hand, in- 
sufficient funds may have been requested, which, if not increased, 
might seriously embarrass the functions of the department. The 
Treasury, therefore, is not only interested in the economical use 
of public funds, but is also concerned with the efficiency of oper- 
ation of the various departments of government. These estimates, 
when approved by the Treasury, are then laid in detail before the 
financial secretary and Chancellor of the Exchequer for further 
consideration. 

In order that the Chancellor of the Exchequer may strike a 
balance of estimated surplus or deficit, he turns to the revenue 
department for a statement on the probable income for the next 
fiscal year. After all these data have been properly assembled and 
analyzed, the Chancellor of the Exchequer is in a position to lay 
a draft of the budget before the Cabinet and, with the latter’s 
approval, to unfold before the House of Commons the various 
measures proposed to meet the financial needs of the nation during 
the following fiscal year. This estimated expenditure must accord 
rather closely with the actual outlay during the ensuing year, or 
be explained very completely, subject to close questioning by the 
House members. Any substantial variation between estimated 
expenditures and actual outlays not anticipated in the budget is 
regarded as evidence of poor financial statesmanship by the group 
responsible for its execution. 

In England, the budget is not presented to the House of Com- 
mons as one bill; instead, each item is explained separately in a 
speech by the Chancellor of the Exchequer as he lays it before this 
body for action on what is called the “budget day.” To consider 
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the budget in detail, the House of Commons creates two financial 
committees, designated as the Committee of Supply and the Com- 
mittee of the Whole House. These committees sit under their own 
chairmen instead of the Speaker of the House. In his budget 
speech before the House of Commons, the Chancellor of the Ex- 
chequer takes the opportunity to consider the financial situation 
of the country, as disclosed by receipts and expenditures of the 
previous year, gives reasons for any appreciable variation between 
estimates and results during this time, explains any changes in the 
national debt, states the financial forecast for the current fiscal 
period, and discloses his plans for balancing the account. The 
Chancellor of the Exchequer may be questioned by any member 
of the House of Commons during the course of his speech about 
any item m his budget. He may even be recalled later to give any 
additional explanation or information that the House of Commons 
may require. 

Upon receipt of the budget, the House of Commons immedi- 
ately refers it to the Committee of Supply, which may reduce or 
reject any proposed expenditure, but it may not increase the 
budget or annex a condition to it or alter its purpose. If it is 
necessary to increase the proposed expenditure, the budget must 
be referred back to the Chancellor of the Exchequer for re-exami- 
nation and be replaced by a new or supplementary estimate if in 
his judgment the amount should be raised. When the Committee 
of Supply has approved an item m the budget, it reports this fact 
to the House of Commons where the item is again subjected to 
debate. If the House of Commons agrees with this recommenda- 
tion, the estimate goes to the Committee on Ways and Means 
whose task is to approve the*provision of the necessary funds. 

The English budget does not become a legalized plan until the 
Committee on Ways and Means has approved each expenditure, 
and a fund bill has been passed by the House of Commons. There 
are many items of expenditure presented for approval, and each 
is legalized by an accompanying fund bill. At the end of the 
session, when all the expenditures have been duly approved, a 
fiscal Consolidated Fund Act is passed that completes the legaliza- 
tion of the entire budget. By means of a Finance Act, the Com- 
mittee of Ways and Means also makes provision for all sources of 
income and for changes in taxation. For the most part, taxes rest 
upon continuing statutes and usually need only casual considera- 
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tion each year. In order to allow for elasticity of revenue, however, 
a direct tax on income and an indirect levy on tea are voted 
annually. But the great financial demands of World Wars I and 
II, especially the latter, have greatly changed this long established 
procedure. During recent years, the English have greatly broad- 
ened their tax structure and rates upon every source of income. 

In 1918, an Estimates Committee was first appointed con- 
sisting of fifteen members drawn from all parts of the House of 
Commons. This Committee, as the name implies, scrutinizes any 
estimate that it wishes and sends for persons, papers, and records 
to aid it in its investigations. This Committee has only advisory 
powers. This limitation has practically emasculated the com- 
mittee’s operations, although it continues to function in a limited 
manner. 

The finance and consolidated fund bills are sent to the House 
of Lords with a certificate by the speaker that they are money 
measures. If the House of Lords fails to act upon these bills, they 
may be presented to His Majesty, the King of England, and be- 
come an Act of Parliament on royal assent. Actually a dissent of 
the House of Lords operates only as a slight check on the adoption 
of the budget. The House of Commons has almost complete con- 
trol over the authorization of expenditures and revenues and over 
the adoption of a general program of taxation. 

The final step in the English budgetary process is the execution 
of the budget. Again the House of Commons is in control. The 
collection of revenue and expenditure of the funds are in the hands 
of public officials whose operations are subject to the control and 
audit of the House. The Comptroller and Auditor-General is 
appointed by the Crown and is therefore independent of any de- 
partment of the British government. He is required to make a 
test audit of the revenue receipts, to audit the accounts of expen- 
ditures of each department, and to report any irregularities to 
Parliament. He must see that any surplus is transferred to the 
national debt commissioners for the sinking fund. It is his duty 
to authorize all pasnments of money out of the exchequer and to 
take care that no issues are made without parliamentary authority. 
His annual report is laid before the House where it is referred to 
the Public Accounts Committee. This Committee summons the 
accounting officers and officials of the Treasury and of other de- 
partments for such explanations as it may desire. This Com- 
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mittee finally reports its deliberations to the House of Commons. 
Any recommendations made by the Public Accounts Committee 
are communicated to the Treasury for its consideration. 

Budgets of Other Countries. The budgetary systems of other 
countries present certain vanations of procedure peculiar to the 
nation in question. Only unusual characteristics will be considered. 

The Australian budgetary system follows closely that of the 
English. The budget estimates are presented concurrently to the 
House of Representatives and to the Senate. Government receipts 
and expenditures are shown in three distinct funds: (a) consoli- 
dated revenue, (b) loans, and (c) trust funds. The consolidated 
revenue consists of all cash receipts that constitute a net or real 
income to the commonwealth. The loan fund contains all receipts 
from public borrowings. The trust account shows all incomes from 
estates that are administered by the Government of Australia out- 
side the annual budget, such as the invalid and old-age pension 
benefits. The Australian fiscal year closes annually on June 30, 
and the new one begins on July 1. 

Canada has followed the example of Great Bntam and the 
United States in adopting the cash, instead of the accrual, basis 
upon which the public accounts are rendered. A consolidated 
revenuefundis provided, which constitutes all the public money and 
revenue that the Parliament of Canada has the power to appropn- 
ate. Any unexpended balances of appropnations not spent at the end 
of the fiscal year lapse, and a revote by the Canadian Parliament is 
necessary if such sum is to remain available for later disbursement. 

The fiscal practice of Canada is particularly outstanding in 
that it attempts to make a distinction between capital and 
revenue expenditures. This distinction is regarded as one of the 
merits of the Canadian fiscal administration, although much of the 
advantage of this separation has been lost because the government 
has failed to carry it out in practice. This failure is due partly to 
the difiiculty in defining capital expenditures, and partly to the 
fact that this distinction is often unjustly used to conceal the real 
trend of government outlays. 

In case of certain emergencies, Canadian law provides for 
expenditures, without legislative sanction, upon the Governor 
General’s warrants. This privilege has been exercised upon a few 
occasions, but it has never been abused. This provision lends a 
certain amount of flexibility to the Canadian fiscal system. 
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In Canada each department head and officer must submit to 
the Minister of Finance an itemized statement of his needs for 
the next fiscal year, which is later compiled into a book of esti- 
mates. After due consideration they are submitted to the Canad- 
ian Cabinet, and finally to the Canadian Parliament for action. 
The control that may be exercised by the Canadian Ministry of 
Finance over the budget is not nearly as complete as in Great 
Britain. The budget is rigidly examined in Parliament, and a vote 
is cast upon certain items or upon lump-sum appropriations. 

The Canadian budgetary system is unique in regard to the 
extensive control that it exercises over public expenditures. The 
incumbent in charge of this important function of control is 
appointed by the Governor General “for the more complete exami- 
nation of the public accounts of Canada, and for reporting thereon 
to the House of Commons.” He holds office during good behavior, 
subject only to removal by the Governor General on address to 
the Senate and the House of Commons. 

The budget of France consists of several documents: 

(1) The general budget. To this document is appended 
certain estimated expenditures for the national printing office, the 
gunpowder service, the posts, telegraph and telephone, the mint, 
the railways and state factones of Alsace-Lorraine, the state rail- 
ways, the national savings banks, the naval invalidity fund, and 
other special establishments. 

(2) Debt redemption fund. 

(3) Accounts of autonomous offices attached to various 
departments. 

(4) Special treasury accounts, of which the chief divisions 
are expenditures on state railways, interest on advances by the 
Bank of France, reduction of amounts advanced by the Bank of 
France, payments of debt services to Great Britain and to the 
United States, and loans to foreign governments. These foreign 
payments have been suspended, although the budget procedure 
continues to provide for them. 

Each department prepares its own estimates and submits them 
to the Minister of Finance. The financial year begins on the first 
day of January. All revenues and expenditures are authorized 
only for the fiscal period of twelve months. In French law, pro- 
visions are made for certain permanent taxes. The Chamber of 
Deputies at all times is left in complete control of revenue sources. 
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The ministers are forbidden to incur liabilities, or to make pay- 
ments, for purposes not specified in the budget. The head official 
IS held personally liable for any breach of financial regularity 
if he overspends the credits granted him or if he enters into any 
agreements that extend beyond the fiscal year. 

The completed budget is finally sent to the Chamber of 
Deputies, where it is referred immediately to the Finance Com- 
mittee for heanngs and rigorous scrutiny. It is sent next to the 
Senate where it again goes through the same routine, and any 
differences between the two houses in regard to expenditures and 
revenue are settled by joint conferences. Each Chamber had its 
own set of committees to examine and audit the budget accounts. 

! Development of the Budget in the United States. Until about 
(l921, there was no generally organized budgeting done in the 
United States. No provisions existed in the federal government 
for the formulation by any one agency of a single consolidated 
statement of the prospective revenues and estimated expenditures. 
Until 1921, the Secretary of the Treasury prepared what was called 
a book of estimates of all executive departments, which was sub- 
mitted by him to the House of Representatives. This requirement 
made it possible for the Secretary of the Treasury to deal with 
Congress without going through the Office of the Chief Executive. 
This book of estimates was about the only intelligent guide the 
Congress had in determining the policies that should be adopted 
by it with respect to the increase or decrease of taxes, formulating 
a policy of expenditures, the incurring or extinguishing of the debt, 
and the voting of funds for the conduct of federal affairs. At that 
time, no attempt was made to consider at one time and m one 
document the whole problem of financing the government. Ex- 
penditures were not examined in relation to revenues. 

The estimates of appropriations were prepared by the various 
bureaus of each department independently of each other and were 
more or less without the supervision of the department itself. 
Often, without modification, they were transmitted to the Secre- 
tary of the Treasury, where, without revision or control or without 
co-ordination between bureaus or departments, they were sub- 
jected to the mechanical and mathematical practice of being 
assembled, printed, and presented to Congress. 

Neither by legislation nor by practice was the President 
himself recognized as having any responsibility for the formula- 
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tion of the general financial program of the federal government. 
He exercised little or no authority over the control or co-ordination 
of estimates. Congress, therefore, had no means of knowing, and 
cared little, whether or not the requests for appropnations sub- 
mitted by the service heads through the Treasury Department met 
with the President’s approval. There was no budget message by 
the President of the United States, no summary, no anal 3 rtieal and 
comparative tables, and no attempt at a balance sheet of income 
and expenditures. The result was that Congress received from no 
responsible official anything partaking of the nature of a general 
financial program in which estimates of expenditure needs were 
considered in their relation to each other, and in which their 
relative as well as absolute merits and urgency were considered 
from the standpoint of the financial condition and requirements 
of the government as a whole. 

The Senate received a copy of these estimates; but, according 
to the Constitution of the United States, it was not supposed to 
consider government expenditures and revenues until after the 
House had acted, although this old practice has about disappeared. 
(These fiscal matters including the annual budget are now con- 
sidered concurrently by both branches of Congress.) The pro- 
posed expenditures were not binding, and Congress could either 
raise or lower any item at its discretion, or even eliminate it 
entirely from the schedule. New expenditures could be initiated 
by the House of Representatives for any particular purpose, which 
was usually done by a special bill. It was therefore the duty of 
Congress to determine and to vote annually the appropriations 
necessary to cover the expenditures of the various departments 
and independent establishments of the federal government. Until 
as late as 1921, the budgetary procedure in Congress was quite 
cumbersome and inefficient. Appropnation proposals were re- 
ported by fourteen independent committees in the House and by 
fifteen in the Senate. These bodies worked without any particular 
co-ordination. The appropnations were frequently inflated by 
“pork barrel” and “log rolling” methods. Another set of inde- 
pendent committees in each branch of Congress prepared the 
revenue bills. 

The main defects in this early congressional procedure may 
be summarized as follows: 
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1. Neither house of Congress had before it at one tune a 
unified legislative program of estimated receipts and ex- 
penditures for the fiscal year in question. 

2. General appropriation bills for the different depart- 
ments were distributed among distinct committees in each 
house, each acting independently of the others. 

3. Each bill was separately considered by the two houses 
without relation to other proposed appropriation bills. 

4. No committee or member of either house was charged 
with, or felt the responsibility for, the correlation of proposed 
appropriation bills. 

5. In no case were all the expenditure needs of a given 
department considered by a single committee or provided by 
a single appropriation bill. 

6. General legislative bills, carrying appropriations for 
putting them into effect, were handled by committees other 
than the one that had in charge the appropriation bill for the 
department. 

7. No procedure was in effect for consideration of relative 
merits of the demands upon the Treasury or to prevent dupli- 
cation of activities. 

8. Appropriations denied by one committee were some- 
times successfully requested from another committee of the 
House of Representatives; or, if totally rejected by the House 
of Representatives, the request might find approval in the 
Senate. 

9. Appropriation bills were separately considered, often 
months apart, and members were not able to study at one 
time the whole problem of financing even a single department, 
much less the entire government. Usually not until the last 
days of a session was it possible to know the total of appro- 
piations made, which was too late to compare them with 
prospective revenues 

The agitation in the country for the adoption of a budget did 
not really get under way until after the turn of the twentieth 
century. In the meantime, the New York Bureau of Municipal 
Research made a thorough study of government financial adminis- 
tration and recommended the adoption of a budgetary procedure. 
About that time, William Howard Taft, then President of the 
United States, recognized the need of a federal budget, and pre- 
sented the entire matter to Congress in a lengthy report together 
with his recommendations. But his efforts were without success, 
because at that time the political complexion of the country was 
rapidly turning against him, and Congress ignored his recommen- 
dation. Nevertheless, he appointed a committee on economy and 
eflSciency which later approved his general idea and strongly 
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recommended that a budgetary and accoimting system be adopted 
for the United States. 

The states were not slow to act. In 1911 Califorma and Wiscon- 
sin adopted budgets. So rapidly did this government reform take 
hold that by 1916 almost every state in the Union had some Mnd 
of budgetary law on its statue books. At present, all the munici- 
palities of the United States, as well as the states and the federal 
government, have adopted budgetary systems. 

The Federal Budget Act of 1 921. The first legislative attempt 
by Congress to establish a federal budget was in 1920, but that 
bill was vetoed by President Wilson because it provided that certain 
officials, chiefly the director of the budget, could not be removed 
for cause by the chief executive. Later, during the Harding admin- 
istration, another bill was introduced in Congress, which became a 
law on June 10, 1921.^ This law, known as the “Budgeting and 
Accounting Act, 1921,” provides for a national budget system 
and, in Section 201, requires the President to transmit to Congress 
an annual budget of the estimated receipts and expenditures of 
the executive departments, together with certain other budgetary 
supporting data. 

The Bureau of the Budget is divided into five main divisions: 
(1) Division of Estimates, which occupies itself with the formula- 
tion of estimates of appropriations to be recommended to the 
President for his submission to Congress as the federal govern- 
ment’s annual work plan, determination of agency personnel 
requirements, and continuous review of obligation and expenditure 
of appropriated funds; (2) Division of Legislative Reference, which 
provides co-ordination and clearance, in relation to the President’s 
program, of agency reviews on proposed legislation, enactments 
coming up for the President’s signature, and executive orders and 
proclamations; (3) Divisions of Administrative Management, 
which concerns itself with preparation and execution of plans for 
improving the organization, management and operating methods 
of the federal government, dissemination and exchange among the 
federal agencies of information conducive to this end, and con- 
sultative assistance to them; (4) Fiscal Division, which is charged 
with analysis of fiscal problems having a bearing upon the work of 
the Bureau, including recommendations for the federal govern- 
ment’s fiscal policy, preparation of tabular materials for the 


*XJ. S. Stat. at L., 67 Cong. 1921 to 1923, chap. 18, p. 20. 
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budget document, and the elaboration of the financial reporting 
system to perfect it as a means of budgetary control; (5) Division 
of Statistics Standards, which is engaged in planning and promot- 
ing the improvement and co-ordination of statistical information 
and statistical and report-collecting services in and for the federal 
government, including control over agency information demands 
to be made on the public 

The budget is submitted by the President to the Congress of 
the United States when it convenes, which now occurs, pursuant 
to the Twentieth Amendment of the Constitution, early in Janu- 
ary of each year. The President, by the budget and in his budget 
speech, advises the Congress of his estimate of the amount of 
money that he believes should be appropriated for the mainte- 
nance of the government for the next fiscal year, the period be- 
ginning on the first of July following and ending on June 30 of the 
succeeding calendar year. The Congress has, therefore, a period 
of SIX months, if it does not adjourn prior to that time, for the 
consideration of the budget presented by the President before the 
executive departments will actually need the funds recommended. 

The compilation of the estimated expenditures to be included 
in the budget actually begins with the preparation by the various 
executive departments and establishments of their own estimates 
of the amounts required for the ensuing fiscal year. The fiscal year 
is the calendar year in which it ends, the fiscal year 1949, for ex- 
ample, being the period from July 1, 1948, to June 30, 1949. The 
estimates, upon compilation by the budget officer of each depart- 
ment and reviewed by the head of each department, are submitted 
'to the Bureau of the Budget on or before September 15 of each 
year. In order to have his estimates completed by September 15, 
the departmental budget officer must begin his work at least two 
or three months prior thereto. He is thus required to estimate the 
expenses of his department for a period beginning one year later 
and actually ending almost two years thereafter. 

During the penod from September 15 to December 31, the 
Bureau of the Budget must review for the President the estimates 
submitted by the departments, arranging for and holding hearings 
with each department for an examination of the justification or 
necessity of the funds requested. Upon conclusion of the hearings 
on the estimates of a department, a table is prepared showing for 
each appropriation item: 
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1. The actual expenditures of the preceding fiscal year; 

2. The amount appropriated for the fiscal year m progress; 

3. The amount estimated by the department for the next fiscal 
year; 

4. The amount tentatively recommended by the Bureau of 
the Budget; 

5. The budget increase or decrease compared with the current 
fiscal year appropriation, and the reasons therefor. 

With this table before him, the President examines, with the 
Director of the Bureau of the Budget, by departments, each esti- 
mate of appropriation and determines the amount to be recom- 
mended by him for appropriation by Congress. Upon advice as 
to the amounts approved by the President, each department re- 
vises its estimates and makes the schedules of proposed expendi- 
ture conform thereto. The estimates, as thus revised, comprise the 
budget for that fiscal year. 

The budget, therefore, that the President transmits to Con- 
gress on the first day of each regular session, through the Bureau 
of the Budget, sets forth in summary and detail as prescribed by 
Section 201 of the Act:® 

(a) estimates of the expenditures and the appropriations 
necessary, in his judgment, for the support of the departments 
and agencies of the government; 

(b) estimates submitted by the Supreme Court and the 
Congress of the United States which shall be transmitted to the 
President on or before October 15 of each year but shall be in- 
cluded by him in the budget without revision; 

(c) estimates of the receipts of the government during the 
ensuing fiscal year, (1) under laws existing at the time the budget 
is transmitted and (2) under the revenue proposals, if any, con- 
tained in the budget; 

(d) expenditures and receipts of the government during the 
last completed fiscal year; 

(e) estimates of the expenditures and receipts of the govern- 
ment during the fiscal year in progress; 

(f) the amount of annual, permanent, or other appropria- 
tions, including balances of appropnations for prior fiscal years, 
available for expenditures during the fiscal year in progress, as of 
November 1 of such year; 


•Op. «i., Sec. 201. 
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(g) balanced statements of (1) the condition of the treasury 
at the end of the last completed fiscal year, (2) the estimated 
condition of the treasury at the end of the fiscal year in progress, 
and (3) the estimated condition of the treasury at the end of the 
ensuing fiscal year if the financial proposals contained in the 
budget are adopted; 

(h) all essential facts regarding the bonded and other in- 
debtedness of the government; and 

(i) such other financial statements and supporting data as 
in the President’s opinion are necessary or desirable in order to 
make known in all practicable detail the financial condition of 
the government. 

The Budget and Accounting Act of 1921 also imposes upon the 
President the obligation of recommending new taxes, loans, and 
other forms of income, if the budget indicates an excess of ex- 
penditures over total revenue, or any other appropriate action to 
meet the estimated deficiency. On the other hand, if the budget 
indicates a net surplus of revenue over expenditures for the ensuing 
fiscal year, the President shall make such recommendations as, in 
his opinion, the public interests require. 

In case the President finds it necessary to transmit to Congress 
supplemental or deficiency estimates, he may do so when, in his 
judgment, such requests are necessary because of laws enacted 
subsequent to the transmission of the budget, or when, in his 
judgment, they are otherwise in the public interest. In submitting 
such estimates, however, the President shall also include a com- 
plete statement that explains why he is making such special re- 
quests and also why they were not included in the regular budget. 

When the President asks for a lump-sum appropriation, either 
in the budget or by special request, the law provides that his 
estimate shall be accompanied by a statement that shows in detail 
the specific purposes for which the money is to be spent and the 
amount similarly used during the last completed fiscal year. 

The law of 1921 creates a Bureau of the Budget which was 
placed onginally in the Treasury Department, although left under 
the direct supervision and control of the President. Under the 
government reorganization plan of July, 1939, the Bureau of the 
Budget was transferred by proclamation of the President to the 
Executive Department. 
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The handling of all details respecting estimates of govern- 
mental expenditures are under the immediate charge of a Director 
and an Assistant Director of the Budget who, because of their 
direct responsibility to the chief executive, are appointed by the 
President, without the advice and consent of the Senate. The 
Director, when so requested by the President, shall make a de- 
tailed study of the departments and establishments for the pur- 
pose of enabling the chief executive to determine what changes 
should be made to secure greater economy and efficiency in (1) 
their existing organization, activities, and methods of doing busi- 
ness, (2) the appropriation therefor, (3) the assignment of par- 
ticular activities, or (4) the regrouping of services. The President 
may embody these findings in a special report to Congress, and 
make such recommendations as, in his judgment, may seem 
proper. The effect, if any, of recent reorganization measures is to 
concentrate the control of the budget in the hands of the President 
to a greater extent. 

Duties of Comptroller-General. ^^^he Budget Act of 1921 
creates an establishment of the government to be known as the 
General Accounting Office. This Office is independent of the 
Executive Establishment and under the immediate control of the 
Comptroller General of the United States. The Comptroller 
General and his assistant are appointed for a term of fifteen years 
by the President with the advice and consent of the Senate. The 
office of comptroller carries with it certain executive and dis- 
cretionary powers in regard to the fiscal operations of the federal 
government, especially with respect to expenditures by the various 
spending agents. 

Section 312 of the Budget Act of 1921 states the duties 
of the Comptroller General as follows: 

(a) The Comptroller General shall investigate, at the seat 
of the government, or elsewhere, all matters relating to the receipt, 
disbursement, and application of public funds, and shall make to 
the President, when requested by him, and to Congress, at the 
beginning of each regular session, a report in writing of the work 
of the General Accounting Office, containing recommendations 
concerning the legislation he may deem necessary to facilitate the 
prompt and accurate rendition and settlement of accounts and 
concerning such other matters relating to the receipt, disburse- 
ment, and application of public funds as he may think advisable. 
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In such regular report, or in special reports at any time when Con- 
gress is in session, he shall make recommendations looking to 
greater economy and efficiency in public expenditures. 

(b) He shall make such investigations and reports as shall 
be requested by either House of Congress or by any committee 
of either House having jurisdiction over revenue, appropriations, 
or expenditures. The Comptroller General shall, at the request of 
any such committee, direct assistants from his office to furnish 
the committee with such aid and information as it may request. 

(c) The Comptroller General is required to report to Con- 
gress any expenditure or contract made by any department or 
establishment in any year that is in violation of law. 

(d) He shall submit to Congress reports upon the adequacy 
and effectiveness of the administrative examination of accounts 
and claims in the respective departments and establishments and 
upon the adequacy and effectiveness of department inspection of 
the offices and accounts of fiscal officers. 

(e) He shall furnish such information relating to expen- 
ditures and accounting to the Bureau of the Budget as it may 
request from time to time. 

\^J^udgetary Authority and Procedure. Th ere are three g eneral 
methods of procedure by which the budget may be prepared and 
fjpally submi tted to the legislat ive branch for authorization In 
thelirst method the work is handled by an independent executive 
board or comnuttee. This method is the least desirable of all types, 
because it places important fiscal functions of government in the 
hands of a group who do not assume responsibility for the results. 
Th is procedure is neither satisfactory nor efficient a nd, with few 
exceptions, has been abandoned by all governmental units. 

Little more can be said in behalf of the second, or legislative - 
m ethod of budget making, although this procedure has been 
widely used and is still to be found in a few units of government, 
especially among the states and local units. Until 1921, the 
federal budget was largely prepared by Congress, and, to a great 
extent, states and municipalities have left to their respective legis- 
lative branches the duty of preparing the estimates of expenditures 
and revenues. The legislative method of preparing the budget is 
very unsatisfactory b ecause it has always led to extravagance in 
expenditures and appropnations. It is therefore rarely f oun^ 
among the governments of the world today. ’ 
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At present, the third and most widely used method of ma king 
the budget is by the chirf executive, whether he be President of 
thie couhtfyrgovemor of a state, orlhayor of a city In case of the 
federal budget of the United States, the entire procedure is per- 
formed by a director under the direct supervision of the President. 
Budget making is really a function of the chief executive because 
it is primarily a record of his activities. All data respecting expen- 
ditures and revenues of government are to be found in his depart- 
ment. It is also the responsibility of the chief executive to 
co-ordinate the various departments of the government and to 
see that they are operated in the most efficient manner. The 
executive should also be held primanly responsible for the execu- 
tion, as well as for the preparation, of the budget. Because of the 
very nature of the budget, the President of the United States 
could not be expected to supervise all the details. Of necessity, 
much of this work must be delegated to the director who collects 
and organizes a first draft of the data. Only questions of fiscal 
policy and matters pertaining to final adjustments are referred to 
the Chief Executive for his consideratiom 

Preparation of Federal Budget.^ ife^has already been stated, 
the new fiscal year of the federal government, since 1844, begins 
annually oh]TfiIv~T7~yri6Ft'o IfEeenth of September, some 
nine months before the next fiscal year begins, the head of every 
department and agency of the federal government is required to 
present to the Director of the Budget estimates of appropriations 
that will be needed during the twelve-months penod beginning 
on the following July 1. 

The Budget and Accounting Act of 1921 provides that the 
head of each government unit shall appoint a liaison officer whose 
duty shall be to prepare a detailed budget of expenditures for his 
particular department which represents what he considers to be 
the minimum needs of the work assigned to it by law. The various 
liaison officers in the departments present these data to the Direc- 
tor of the Budget, who, in turn, sends the totals to the President 
of the United States. Without examining the thousands of items 
in these estimates, the President immediately asks the Secretary 
of the Treasury for estimates of the total amount of tax receipts 
based upon the existing tax program that the government may 

‘Copies of the federal budget may be had through the Superintendent of 
Public Documents, Washington, D. C 
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Expect to receive during the next fiscal year, beginning some nine 
months later on July 1. The Treasury Department, upon which 
is focused all federal financial affairs, conducts a perpetual study 
of general economic conditions in the United States. Thus, the 
Treasury Department is always prepared to make an estimate as 
to the income receipts for the future. Such long-range forecasting, 
which may extend over a period of some twenty-one months, is, 
at best, only a rough estimate and sometimes is found to be 
in error. 

If the forecast, as prepared by the Secretary of the Treasury, 
shows that the estimate of expenditures will exceed tax receipts, 
the President will instruct the Director of the Budget to confer 
with the various liaison officers of the departments in an effort to 
reduce departmental requests. 

During the months of November and December, the Director 
of the Budget reorganizes all these data, holds conferences with 
liaison officers of each department, and again presents the esti- 
mates to the President with his recommendations. The President 
again asks the Secretary of the Treasury for an estimate of ex- 
pected revenue for the next fiscal period, beginning July 1. If the 
new report shows a probable deficit, he makes every effort, with 
the assistance of the Director of the Budget, to secure further re- 
ductions before he finally approves the expenditures and sends the 
budget to the printer for presentation to Congress. 

The President and the Director of the Budget are not free to 
pare expenditures of the various departments at their own 
discretion. By certain laws, the President and the Director are, 
in effect, prohibited from eliminating government functions or 
curtailing them to the point of ineffectiveness. The President and 
the Director attempt to arrive at a figure for each department and 
agency that they believe to be the proper amount under which the 
function required by law can be carried out with reasonable effici- 
ency. It is for these reasons that the Director of the Budget 
therefore occupies a very important place in the admimstration 
of the federal government. 

Some time during the last two weeks of December, the Presi- 
dent again obtains from the Secretary of the Treasury a final 
estimate of tax receipts for the fiscal year that begins some six 
months later. Since tax revenues from practically every major 
source depend on the prosperity of business, the Secretary of the 
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Treasury’s forecast is really founded upon a study of future eco- 
nomic conditions of the country. 

A distinction should be drawn as to the relative flexibility of 
of business and government budgets. In this respect, business 
concerns are more fortunate. They also lay out budgetary pro- 
grams, which may extend over months and even a year and a half 
in the future, but they may still be subject to wide change and 
variation. They are controlled currently by the conditions of 
business, which permit the making of changes as they are required. 
The affairs of government are not so flexible. The budget reports 
are the administration’s fiscal plan. In the form as adopted by 
Congress the budget, to all intents and purposes, becomes a fixed 
program of expenditures. Its estimates cannot be changed for 
months, even though economic conditions undergo radical altera- 
tion in the meantime. 

Limitations on Executive’s Action. It has already been stated 
that the President, acting through the Director of the Budget, is 
limited in his control over the budget. In the first place, a budget 
is not a law, but a report or recommendation by the President of 
the United States to Congress in regard to the general financial 
state of the Union and the fiscal requirements of the government 
for the year beginning on the following July 1. In the budget, the 
President is asking authorization of Congress to spend a specified 
amount of money for certain definite purposes. He requests this 
legislative body to provide by law the necessary funds. Within 
its discretion, the Congress of the United States is entirely free 
to raise or to lower any estimate contained in the budget, or even 
to eliminate any proposed item of expenditure. The Congress is 
not even restricted to the budget as submitted by the President, 
but, upon its own initiative, this body may propose new expendi- 
tures that in its wisdom it may deem necessary. In other words. 
Congress could still write its own budget. By refusing to provide 
the necessary funds, Congress may, in effect, abolish an arm of 
the government. Through the purse, the Congress exercises plen- 
ary control over the general offices of the government. 

The President has little or no statutory or constitutional con- 
trol over expenditures that are made by the Legislative and 
Judiciary establishments. He, or his subordinates, may not even 
appear before Congress to explain or to plead for any item in the 
budget, unless invited by that body, except through the expedient 
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of regular or special presidential message. While each of these 
divisions of government submits annually an itemized list of ex- 
penditures to the President for inclusion in the general budget, he 
cannot make any alteration in any amounts as provided by law; 
they must be included in the budget without change. The reason 
for this restriction is obvious The Legislative and Judiciary 
Establishments are co-ordinate with, and not subordinate to, the 
Executive Establishment. Any other system would destroy that 
interdependence among the three divisions of government and 
the check and balance of power that the Constitution of the United 
States provides. 

A large part of the total annual expenditures of the federal 
government is provided by law, either by statute or by the 
Constitution.® Such expenditures are fixed charges and cannot be 
changed by executive action. Provision for them is obligatory on 
the President and Secretary of the Treasury. These expenditures 
include interest on the public debt and certain statutory debt 
retirements, salaries, of certain officials, military and naval pen- 
sions, contributions to retirement funds and to the old-age reserve 
accounts, and money grants in aid to the states. 

Another class of expenditures that, though subject to some 
measure of admimstrative control, do not afford opportunity for 
large reductions, is made up of those outlays which carry on the 
normal everyday operations of government. For example, the 
major part of the appropriations for the State Department is re- 
quired to pay the reasonable salanes of consuls, diplomatic agents, 
secretanal staffs, and ministers who represent American interests 
in every part of the world. 

The third type of expenditure includes outlays by government 
for the economic security of large groups of citizens, who, for 
various reasons, require some form of state assistance. This in- 
cludes aid to farmers and homeowners, work relief for needy, 
able-bodied unemployed, old-age pensions, unemplojmient insur- 
ance, and other assistance under the social security program. 
Obligations such as these, though large in amount, may be reduced 
only by depnving a substantial proportion of the population of 
benefits that modem civilization now demands. 

®The United States Constitution provides that certain emoluments cannot 
be changed during the term of oflSce of the incumbent. 
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Another category of expenditure includes those outlays for 
capital improvements, such as new highways, river and harbor 
projects, and new public works. These items may, however, be 
contracted or expanded to correlate with general business con- 
ditions. 

Organization and Analysis of the Budget. The budget of the 
United States is a highly organized document. It is drafted 
according to a definite plan. In the budget of 1944, for instance, 
the first part contains the President’s message to Congress. This 
includes pertinent facts relative to the financial state of the Union, 
a brief comparative statement of estimated expenditures and 
revenues for the current year with those of prior fiscal periods. It 
may include specific recommendations in regard to change of 
budgetary procedure. These can be made only by the enactment 
of a statute or by constitutional amendment. The second part 
contains the general budget summary and supporting schedules, 
which include receipts and expenditures, funds appropriated, allo- 
cated and expended for relief, a general fund balance, the public 
debt of the United States, and contingent liabilities. 

In parts three and four of the federal budget may be found 
estimates of revenue, receipts, appropriations, and expenditures, 
respectively, with a brief analysis of each. Part five contains the 
estimates of appropriations in detail of all the departments and 
agencies of the federal government Part six provides for certain 
annexed budgets, such as the Post Office Department, the Recon- 
struction Finance Corporation, the Tennessee Valley Authority, 
and the District of Columbia. The last part contains informational 
tables, sometimes known as supporting data, that are of value in 
interpretation and explanation of the foregoing divisions.® 

The analysis of the federal budget is a task of no mean pro- 
portion for the student of public finance. Among other facts, one 
must know (1) the major activities of the federal government, such 
as legislative, executive, and judiciary, together with the expendi- 
tures for each; (2) the objects for which public funds are spent, 
such as education, developmental and commercial aids, research, 
health, relief, penal and eleemosynary institutions; (3) the amount 
spent for war as compared to the outlay for other purposes; (4) the 
cost of the vanous agencies listed under the executive; and (.5) a 

'This is the general plan as now used in the Budget of the United States 
Government for Fiscal Year Ending June SO, 19^5. 
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complete list of all sources of federal income, together with an 
economic and legal analysis of each. 

The next chapter will deal especially with the authorization 
and execution of the federal budget. 

Summary. Government budgeting is a catalog of proposed 
expenditures, sources of revenues and of debt management for 
the next fiscal year. The modem budget is usually prepared by 
the chief executive, or under his direct supervision, and is sub- 
mitted to Congress for its approval. 

Budgeting, in its modem sense, is of comparatively recent 
development. It seems to have come or been adopted into general 
use in England about 1763 when the annual statement of the plan 
of supplies and means was first called “opening the Budget.” 
The present budgetary system of the federal government really 
developed out of the Budgeting and Accounting Act of 1921. 
Since that time, all the states, cities and local units have developed 
more or less highly organized budgetary systems 

The budget covers the proposed expenditures for a definite 
period of time, usually one year, called a fiscal year. This period 
of one year is not so long as to remove its administration from the 
control of Congress and yet long enough to include a complete 
round of the taxpayer’s income 

The complete cycle of federal budgetary procedure for a given 
fiscal period involves three pnncipal steps: The first step is its 
preparation which includes the collection of all estimated expendi- 
tures for the next fiscal year, the arranging of these details accord- 
ing to establishments, bureaus, departments and functions and 
bringing the estimated total of outlay in balance with the esti- 
mated total income. The second step is laying the printed docu- 
ment before the Congress of the United States for adoption, rejec- 
tion, ormodification Congress has the constitutional power to raise, 
to lower, to abolish or to include almost any item or items it wishes. 
The third step is the administration of the budget by the Chief 
Executive in accordance with the law as prescribed by Congress. 

The Budgeting and Accounting Act passed by Congress in 1921 
provides for an executive type of budget. It authorizes the 
President of the United States, through a Director of the Budget, 
to prepare and to submit the budget to Congress at its first session 
each year about the first of January. This Act also provides for 
a Comptroller of the United States whose duty is to examine into 
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the manner and legality with which the budget has been executed. 

The President, through the Director of the Budget, has only a 
limited control over the budget. He must enter m the budget all 
proposed expenditures for the next fiscal year submitted to him 
by the United States Supreme Court or the Congress He cannot 
change the expenditures fixed by law of Congress or by the Con- 
stitution. There are a few constitutional limitations on the power 
of Congress with respect to appropriations and taxation For 
example, Article II, paragraph 1, of the Constitution of the United 
States says, '"The president shall, at stated times, receive for his 
services a compensation, which shall neither be increased nor 
diminished during the period for which he shall have been elected, 
and he shall not receive within that period any other emolument 
from the United States or any of them,'’ 


TEXT QUESTIONS 

1. What is the origin of the word "budget”? 

2. What is budgeting? 

3. Was budgeting among the topics covered by Adam Smith in 
The Wealth of Nations? 

4. In what way did the Magna Carta affect the fiscal policy of 
England? 

6. What are the three divisions of budgetary procedure? 

6. What is the legal status of the United States Budget? 

7. What is the British Budgetary procedure? 

8. Who controls the administration of the British Budget? 

9. What special features distinguish the Canadian budget‘d 

10. What documents comprise the French Budget? 

11. What was the United States budgetary procedure prior to 1921? 

12. What were some of its major defects? 

13. What was the Federal Budget Act of 1921? 

14. What is our present Budget preparation procedure? 

15. What items are included in the President's Budget message to 
Congress? 

16. What are the duties of the Comptroller? 

17. What three methods of budget preparation procedure may be 
employed? 

18. Are government budgets more flexible than business budgets? 
In what way? 

19. Under what conditions can the executive branch of the govern- 
ment niebate for budget proposals in Congress? 

20. What are the three types of government expenditures? 

21. What are the parts of the Budget? 

22. What information is required to analyze the Budget? 
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23. What is the ‘'cycle of budgetary procedure”? 

24. What limitations are placed upon the power of the President 
with respect to the Budget‘d 

25. What controls the taxation power of Congress? 

26. What is an executive budget; a legislative budget? 

RESEARCH TOPICS 

1. Make a study of the budgeting history of your state. How is the 
budget prepared and how is it referred to the legislature*^ How 
IS it handled after it gets into the hands of the legislators*^ Does 
the state budget seem to be organized according to a definite plan? 

2. Make a similar study of the budgetary history of the largest city 
in your state. What are said to be the principal defects of both 
the state and city budgetary plans*? What suggestions have been 
made to eliminate or to mitigate these defects? 
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CHAPTER 10 


GOVERNMENT BUDGET: 

ITS AUTHORIZATION AND EXECUTION 

Principally since 1921 when the Budget and Accounting Act 
was passed, the United States Government has developed an ex- 
cellent budgetary system. Except for the budgeting of capital 
expenditures, the general principles of its organization are about 
complete. This system includes practically every item of proposed 
expenditure and revenue of the federal government for a particular 
fiscal year. It also sets forth a general fiscal policy with respect to 
a taxation and borrowing program. It may also provide for a 
program of debt management and economic control. The states, 
municipalities, and local units of government in this country have 
adopted universally some kind of budgetary system In every case, 
the adoption of a budget has resulted in economy of operation and 
in efficiency of fiscal administration. It has led the way to many 
instances of government reorgamzation and, to a considerable 
extent, it has been responsible for the increased concentration of 
power in the central government. The adoption of the executive 
budget has given to the President through the Director of the 
Budget great power over the fiscal affairs of the federal govern- 
ment It has been responsible for bringing him in close contact 
with Congress. 

After the budget has passed through the stage of its preparation 
and has been examined as to its legality and accuracy of detail, 
it must be submitted to and passed by Congress and, finally, 
executed by the chief executive according to law. The second and 
third steps in budgetary procedure are therefore its authorization 
by the fund-raising and fund-granting body and its execution ac- 
cording to law by the responsible administrative group. Even after 
the money has been spent, the accounts must be post-audited by 
the Comptroller General of the United States to ascertain if the 
funds have been disbursed in a legal manner. These, and other 
matters, will be discussed in this chapter. 

The President’s Budget Message. The President of the United 
States has the constitutional right, as well as the duty, to appear 
before Congress from time to time, either in person or by his 
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written message, to present certain matters pertaining to the 
“state of the Union” together with his recommendations. Article 
II, paragraph 3, of the Constitution of the United States says, “He 
shall, from time to time, give to the Congress information of the 
state of the Umon; and recommend to their consideration such 
measures as he shall judge necessary and expedient.” The budget 
is therefore a very important public document. Congress, business, 
the country in general, and even nations abroad, await with great 
interest the message and the budget of the President, which is 
delivered annually to a joint session of the Congress shortly after 
it convenes in January. 

Although the budget message deals primarily with the ex- 
planation of proposed public expenditures, it may also include 
certain references to the general economic, political, business, and 
international conditions of the country, together with suggestions 
and recommendations for their improvement. In a special message 
to Congress on April 4, 1938, President Roosevelt expressed grave 
apprehension in regard to the declining income of citizens, to the 
state of prosperity or to the lack of it, and to the specter of 
mounting unemployment He said that “all the energies of Gov- 
ernment and business must be directed to increasing the national 
income; to putting more people into private jobs; to giving security 
and the feeling of secunty to all people in all walks of life ... In 
our rehabilitation of the banking structure and of agriculture, in 
our provisions for adequate and cheaper credit for all types of 
business, in our acceptance of national responsibility for unem- 
ployment relief, in our strengthening of the credit of the state and 
local governments, in our encouragement of housing, slum clear- 
ance, and home ownership, in our supervision of stock exchanges 
and public utility holding companies and the issuance of new 
securities, in our provisions for social security, an electorate of 
America wants no backward steps taken.” 

The budget message also includes references to deficits or sur- 
pluses, handling of the national debt, and recommendations in 
regard to necessary changes in the tax structure. New sources of 
income and, perhaps, the modification or dropping of certain old 
taxes are suggested. Especially are the proposed expenditures for 
social purposes explained in detail. Congress must be informed 
in regard to the cause and nature of any new and sudden ex- 
penditures. The President may make specific recommendations 
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upon such important questions as government economy and a 
program of economic recovery and general business rehabilitation. 
From time to time, as needs for funds arise that are not provided 
in the regular budget, requests for special appropriations are ad- 
dressed by the President to the Speaker of the House of Repre- 
sentatives. These supplemental requests are assigned by the 
Speaker to the proper subcommittees for detailed study and 
drafting of the legislative bills. Each special request for additional 
funds is accompanied by a message from the President that ex- 
plains in detail for what purpose the money is needed and also why 
it was not included in the regular budget. 

Fiscal Machinery in Congress. The budgetary procedure in 
Congress is one of the best examples of the fiscal machinery of the 
federal government. This procedure is so little understood 
generally that it is important to set forth in some detail the legis- 
lative processes of Congress in the authorization of expenditures 
and of the raising of revenue. In this manner, the authorization 
and execution of the federal budget may be explained most ef- 
fectively. 

Reference has been made to the defects in the legislative pro- 
cesses of dealing with appropriation estimates prior to 1921. As a 
necessary complement to the adoption of the Budget and Ac- 
counting Act, Congress revised fundamentally its own appropri- 
ating procedure, and the two houses of Congress were consequently 
reorganized for the handling of financial proposals so as to provide 
a system in harmony with the principles of centralizing responsi- 
bility and of considering the whole problem of financing the 
government at one time. This was done by vesting full jurisdiction 
in two committees in each house, one concerned with all expendi- 
ture proposals and the other with revenue and allied matters, 
which must act co-operatively at all times. For this dual responsi- 
bility, there was created in the House of Representatives the Com- 
mittee on Appropriations and the Committee on Ways and Means 
and in the Senate the Committee on Appropriations and the Com- 
mittee on Finance. This centering of appropriation control in the 
two respective committees does not give them the power to report 
bills containing any general legislation except in cases where the 
purpose of such legislation would be to reduce expenditure. 

These Committees on Appropriations in both the House of 
Representatives and the Senate resolve themselves into sub- 
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committees, each consisting usually of seven members Inasmuch 
as the House Committee on Appropriations consists of 35 members 
and the Senate Committee of 23, it is necessary for each member 
to serve on more than one subcommittee. Most Senate sub- 
committees also have sitting with them, as ex officio members, 
three members of the respective committees on general legislation 
dealing with the departments or services in the charge of that 
particular subcommittee. The names of the subcommittees are 
clearly indicative of the sections of the budget over which each 
has respective jurisdiction. These committees are as follows: 

Subcommittee on Department of Agriculture 
Subcommittee on Interior Department 
Subcommittee on Navy Department 
Subcommittee on State, Justice, Commerce, and Labor 
Departments 

Subcommittee on Treasury and Post Office Departments 
Subcommittee on War Department 
Subcommittee on Independent Offices 
Subcommittee on the District of Columbia 
Subcommittee on Legislative Establishment 
Subcommittee on Deficiencies. 

A brief presentation of the legislative sequence that is followed 
in the deliberations and final action upon the budget and upon 
various supplemental estimates of appropriations is important as 
it relates to fiscal machinery of the federal government. To a 
very considerable extent, states and municipalities with executive 
types of budgets also follow the budgetary procedure. Since the 
Senate does not enter upon the consideration of general appro- 
priation bills until the House has acted, the procedure m the 
House will be considered first. The Constitution requires that all 
bills for raising revenue shall originate in the House of Repre- 
sentatives/ although this has now become something of a form- 
ality. 

As previously stated, the President transmits his budget, with 
his accompanying message, to the House of Representatives at 
the beginning of each regular session in January. Both the budget 
and the message of transmittal are immediately referred by the 
Speaker of the House to the Committee on Appropriations. Upon 
its receipt, this Committee considers the budget in its general 
scope, and formulates in a more or less definite way its policy 

Article I, Section 7, of the Constitution of the United States. 
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with respect to procedure, taking into due consideration the 
recommendations of the President according to the pro\asions of 
the Legislative Reorganization Act of 1946, effective January 1, 
1947. The Committee puts a ceiling on the total amount of 
appropriations for vanous purposes, which makes the document 
something of a “legislative budget.” The budget is then divided 
into sections and each part is referred to the proper subcommittees 
for detailed consideration according to their assigned functions. 

Each subcommittee holds extensive and prolonged hearings 
on its respective sections of the budget. At these hearings, heads 
of departments, bureau chiefs, and other responsible adminis- 
trative officers are summoned and requested to explain the esti- 
mates that have been submitted. These officials are required to 
present further facts, figures and other supplementary data to 
justify the appropnation of the amounts requested. The estimates 
from each bureau or office are considered item by item, and are 
subjected to the scrutiny of the members of the subcommittee in 
great detail. The bureau chief may be asked to give a complete 
and detailed statement or justification of his work program and 
may be closely cross-examined. The reasons for any changes, 
especially new items or increases of the old ones, from the amounts 
appropnated the preceding year will almost certainly be demanded 
in full detail inasmuch as the members of the subcommittee must 
in turn defend them on the floor of the House. 

After this testimony has been taken, the subcommittee studies 
the evidence and decides upon the amount of appropriations that 
should be allowed for each activity. In making these decisions, it 
applies the policy of limiting the total appropriations that were 
determined by the whole Committee on Appropriations. The 
subcommittee presents its recommendations in the form of a bill 
to the whole committee, which may make whatever changes it 
desires. The bill is then reported to the House of Representatives. 
After it is passed by the House, it is sent to the Senate; however, 
in the meantime the Senate may have been considering the 
measure, although its final form is not available until the House 
has concluded its deliberations. 

It has already been stated that the general appropriations as 
well as revenue bills originate in the House of Representatives and 
that not until the House has taken its action upon these bills does 
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the Senate enter upon its consideration. The reason, other than 
old English precedent, for this practice is easily explained. Origin- 
ally, the Senators were elected by the state legislatures and the 
members of the House of Representatives by a direct vote of the 
people. It was felt that, since the House members were direct rep- 
resentatives of the people, this body alone should have the sole 
charge of the purse. But when, by constitutional amendment,^ the 
Senators were elected by a direct vote of the people, the Senate 
became as representative of the people as the House. Therefore, 
the old policy of dividing the responsibility of appropriations and 
expenditures between the House and Senate has almost disap- 
peared, and all such fiscal matters may now be and usually are 
considered concurrently by both bodies, but the Senate does not 
conclude its deliberations until the House has acted. 

When an appropriation bill is received by the Senate from the 
House, it is immediately referred to the Committee on Appro- 
priations and, in turn, by that committee to the appropriate 
subcommittee for detailed study and hearings. The procedure in 
the Senate for handling proposed appropriations, expenditures, 
and sources of revenue is substantially the same as that in the 
House, and will therefore not be described again. As in the 
case of all legislation, an appropriation bill, after it has been 
passed by the two houses, must be approved by the President. If 
it is disapproved by him, the bill is returned to Congress where 
it may be repassed and made effective without the President's 
approval, provided it receives the necessary two-thirds affirmative 
vote in each of the two houses. It should be noted that the Chief 
Executive has no power to veto specific items in an appropriation 
bill. He must either accept or reject the bill as a whole. This 
limitation in the veto power of the Executive has made it possible 
for Congress, by attaching riders to important bills, to force the 
President to accept particular finance or other measures that he 
might otherwise wish to reject. The President has sometimes 
rejected a general appropriation bill, calling attention to the fact 
that his disapproval is based upon objection to a specific item or 
items. This gives Congress the opportunity to repass the bill with 
little delay in a revised form that meets the President’s objection. 
This has occurred particularly in the ease of agricultural appro- 
priation bills or to satisfy certain pressure groups that represent 

•XVII Amendment to the Constitution of the United States. 



Ch. 10] 


Government Budget 


221 


powerful blocs in or out of Congress. President Roosevelt recom- 
mended that this defect in the budgetary procedure be corrected 
by constitutional amendment or, if possible, by appropriate 
legislation, to give the President the power of item veto now en- 
joyed by some state governors. This change has not yet been 
made and the President does not have the power of item veto of 
an expenditure bill. 

Revenue Legislation. The essence of an effective budget 
system is to concern itself not only with estimated expenditures, 
bringing them into direct comparison with expected revenues so 
as to reveal the excess or deficiency of estimated available income, 
but also to make recommendations of new sources of income and 
of such other financial measures as conditions may permit and the 
public interest may require. This particular step seems to be 
something for the executive to handle, especially where there is 
the executive type of budget. 

As has been stated, Section 201 (b) and (d) of the Budget and 
Accounting Act, 1921, prescribes directions for presenting revenue 
estimates. Section 202 contains the following provisions: 

(a) If the estimated receipts for the ensuing fiscal year 
contained in the Budget, on the basis of laws existing at the 
time the budget is transmitted, plus the estimated amounts in 
the Treasury at the close of the fiscal year in progress, are less 
than the estimated expenditures for the ensuing fiscal year 
contained in the Budget, the President in the Budget shall 
make recommendations to Congress for new taxes, loans, or 
other appropriate action to meet the estimated deficiency. 

(b) If the aggregate of such estimated receipts and such 
estimated amounts in the Treasury is greater than such esti- 
mated expenditures for the ensmng fiscal year, he shall make 
such recommendations as in his opinion the public interest 
requires. 

Although the Budget and Accounting Act m theory directs that 
the budget include suggestions as to revenues, as a matter of 
practice the Secretary of the Treasury himself makes such recom- 
mendations to the President and through him to the Congress. This 
practice was prescribed in an executive order of November 8, 
1921, which, among other provisions, delegated to the Secretary 
of the Treasury the responsibility of making ''suggestions and 
recommendations as to how the revenue needs of the Government 
may be met,"' and of advising such other financial legislation 
in the public interest as conditions would permit. 
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The United States Government has three main sources of 
revenue;® 

1. Internal revenues 

2. Customs duties 

3. Miscellaneous receipts 

During ordinary times, internal revenues comprise about nine 
tenths of the total. These sources of income include excise taxes and 
taxes on incomes, on public carriers and their employees, on unjust 
ennchment, and for social security. Customs and duties produce 
only about one fifteenth of the whole. Miscellaneous receipts 
yield the balance or one thirtieth. The following chart shows the 
distribution of budgeted receipts by source: 

BUDGETED RECEIPTS BY SOURCES 
FOR FOUR RECENT YEARS 

Billions of dollars 
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Direct taxes on 
individuals 


Direct taxes on 
corporations 


Excise taxes 


Miscellaneous 

receipts 


Customs and 
other taxes 



^The student shouid refer to Page A 11, Table 6, Budget Receipts by 
sources, The Budget of the United States Government for the Fiscal Year 
Ending June 30, 1949, for a complete itemized account of the source of income, 
with estimated amounts, of the federal government. 
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In general, two types of revenue measures are available to 
Congress. One pertains to internal rev'enue and the other to 
customs or tariff duties. Numerous bills are introduced to tap 
these two main sources of income. An internal revenue bill, 
usually called the Revenue Code, although having regard for 
certain economic or social effects to be attained, is more directly 
and specifically the outcome of revenue needs, whereas the revenue 
feature of a tariff bill is of secondary importance only, its primary 
purpose being to guarantee the United States market to the home 
producer. 

As soon as it is determined, upon advice of the Treasury 
Department through the President, that additional revenues are 
needed, the Ways and Means Committee of the House, created 
for the purpose of “ascertaining the ways and providing the 
means” by which to raise the revenues to run the government, 
publishes a definite statement regarding proposed internal revenue 
taxes and gives notice of public hearings to be held in connection 
therewith. This public statement may take the form of a tentative 
draft of a bill, of a committee report, or of a message from the 
President. 

When the revenue bill is finally drafted, it is introduced in the 
House by the chairman of the Ways and Means Committee and 
then referred back to this committee, where it is given such further 
consideration as may be necessary and then reported to the House 
with the committee’s recommendations. When the measure has 
passed the House, it is sent to the Senate and is referred at once 
to the Committee on Finance where public hearings are again 
held, and the Treasury and Joint Committee experts are once 
more heard. When the bill has been revised by the Committee on 
Finance, it is reported to the Senate, debated, probably amended 
further, and passed. 

Two revenue bills are usually in existence at the same time 
before each house of Congress, generally with a wide divergence 
as to rates, exemptions, and treatment of administrative pro- 
visions. To compose these differences, conferees are appointed, 
usually consisting of three majonty members and two minority 
members from each body. The conferees are permitted only to 
agree upon some point between the limits set by the two bills. 
Their reports are considered by the Senate and the House, and, 
when adopted, the bill is then signed by the Vice-President and 
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the Speaker of the House and sent to the President for his approval 
or disapproval. This Act gives rise to a new Revenue Code with 
rates, exemptions, and other details in regard to the income of 
the federal government. 

House Committee Hearings on the Tariff. Proposed tariff 
legislation involves generally the various items of commerce of 
nearly every section of the country, and touches every kind of 
industry, mining, and agnculture, and every class of society. It 
therefore arouses keen and widespread interest. As a first step, 
the committee notifies the public at large that hearings will be 
held, beginning on a certain date. When the heanngs have been 
concluded, various subcommittees, consisting of three members of 
the majority party, enter upon the second stage in the process and 
prepare the legislation, schedule by schedule, finally bringing it 
together into a tentative whole. After it has passed the House, it is 
sent to the Senate. When the bill passes the Senate, it is usually 
different in rates and in form from the House bill. It then goes to 
a conference committee. After both houses agree on a compromise, 
the bill finally goes to the President for his signature. 

Tariff Making by the President. The discussion of the mechan- 
ics of enacting a tanff bill should not be closed without reference 
to the tariff-making power that Congress, m recent years, has 
lodged in the President. The Tariff Acts of 1890, 1897, 1922, and 
1930, and the amendment known as the Trade Agreement Act of 
1934, place in the hands of the President, to a certain extent, the 
prerogative of tariff making. 

The Act of 1922 contained a provision that empowered the 
President, within certain limits, to change the duties upon com- 
modities by proclamation. This has come to be known as the 
“Flexible Tariff Provision.” By its terms, when the President shall 
find that any duty specified in the act does not equalize the differ- 
ence between foreign and domestic costs of production, he may so 
adjust the rates as to equalize this cost. He may do this by 
altering the classification of the items in question, or by changing 
the basis of the assessment rate, or by making new rates of duty 
within certain limits. 

The Act of 1930 authorizes the President, when he discovers 
unfair practices affecting import trade that result in discrimina- 
tion against the commerce of the United States, to declare and 
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proclaim new or additional duties if the public interest would be 
ser\’'ed. It also authorizes him, if the discrimination warrants it, 
to exclude articles in question from import into the United States ^ 
The Trade Agreement Act of 1934 empowers the President, when 
existing duties or other import restrictions unduly burden or re- 
strict the foreign trade of the United States, to enter into “Foreign 
Trade Agreements” and, further, to proclaim such modifications 
of existing duties and other import restrictions as he may deem 
necessary to carry into effect these “Foreign Trade Agreements.” 
That these agreements may be negotiated by the President with- 
out ratification by the Senate, as is required in the ease of specific- 
ally named foreign treaties, and that he may by proclamation 
effect such other modifications as have been mentioned, account 
largely for the fact that Congress has not found it necessary to 
pass a tanff act since 1930. 

State Budgets. All the states in the Union have provisions for 
budgets (usually prepared on a biennial basis because that is as 
frequently as their legislatures meet) and follow to a remarkable 
degree the federal government procedure. Almost all of them are 
of the executive t 3 rpe, although in a few cases budgets are yet 
prepared by the legislature or by a commission. Speaking of the 
executive type of budget, Ren6 Stourm said : 

“Situated at the center of the government . . the Executive 
more than anybody else is m a position to feel the public needs 
and wishes, to appreciate their comparative merits, and ac- 
cordingly to calculate, in the budget, a just appropriation 
which each of these needs and wishes deserves Others may 
know certain details as well, possibly better than the Execu- 
tive, but nobody can have so extensive and so impartial a view 
of the mass of these details and no one can comprise the con- 
flicting interests with so much competence and precision ”5 

Also another authority says- 

“Students of government are generally agreed that the 
governors should be vested with complete responsibility for 
the preparation of the budget. The people look to him for 
leadership and in shaping of the state’s fiscal policy leadership 

<For a discussion in regard to the constitutionality of this power conferred 
by Congress upon the President see Stembach et al. v. United States et al., 
143 U. S. 649, 12 S. Ct. 495 (1892) and J. W. Hampton, Jr., & Co. v. United 
States, 276 U. S 394; 48 S. Ct. 348 (1928). ^ , 

‘The Budget, American Edition, translated by T. Plazinski, (New York 
D. Appleton & Co., 1917), pp 53-54. 
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IS especially important. The need for gubernatorial control 
was not clearly recognized at first, however; seven of the first 
twelve budget laws placed control in the legislature, or, more 
commonly, in a board. But shortly afterwards came a pro- 
nounced swing toward budget systems of the executive type.” 

The Governor of the state stands in this peculiar position and 
is, in almost every i nstance of the executive budget, made either 
head of the budget board or commission, or one of its ex officio 
members. 

A few states, including California, Louisiana, Maryland, 
Massachusetts, Nebraska, and West Virginia, provide for a 
budgetary procedure in their constitutions. The chief reason for 
inserting m the state constitution provisions respecting the budget 
is to remove them from the power of the legislature to alter or to 
abolish. A good budget system requires a form of government 
that, to a considerable extent, is centralized under the chief execu- 
tive. In a few states, as in Illinois, the executive officer of each 
department is elected by popular vote. Their constitutional posi- 
tion is co-ordinate with that of the governor of the state, and not 
subordinate to him. Formerly, each department head submitted 
his own list of expenditures without much supervision and con- 
trol. The result was that their financial administration was in- 
efficient. This fiscal defect has been corrected by creating a more 
highly centralized government under the direct control of the 
governor. The heads of the state departments are still elective by 
the direct vote of the people, but their budgets have been cen- 
tralized either m the governor or in a fiscal board created for that 
purpose. 

By statute, a Department of Finance was recently created in 
the state of Illinois, which has the power:® 

(1) To prescribe and require installation of uniform ac- 
counting; 

(2) To supervise and examine all state expenditures; 

(3) To examine and approve, or disapprove, claims of the 
various state departments; 

(4) To prepare for the governor estimates of state income 
and, not later than the first day of January, a budget of expendi- 
tures; 

®Smith-Hurd. Ilhnois Remsed Siaiuies 1929, Chap. 129, paragraph 86, 
p 2751 
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(5) To investigate duplication of work of departments and 
the efficiency of their organization and administration, and to 
formulate plans for their better co-ordination. 

The director of finance is appointed by the Governor. He is re- 
quired to receive a biennium estimate of expenditures from ail the 
departments, offices, and institutions of the state, including the 
elective officers in the executive department, the University of 
Illinois, and the judiciary, from which to prepare the state budget. 
This biennium budget is necessary because the legislature meets 
only once every two years in Illinois. The director of finance may, 
at his discretion, make further inquiries and investigations as to 
any expenditures. He may approve, disapprove, or alter the 
estimates and submit to the governor in writing his complete 
budget of revenues and expenditures for the next biennium. The 
governor transmits these estimates to the General Assembly for 
action. The Department of Finance constitutes an auditing body 
for all the spending agencies of the state. 

In the state of Maryland, the budget plan directs the governor 
to require estimates of expenditures from the different divisions 
of the government. He may revise any of them, except those re- 
lating to the legislature, judiciary, and the public schools systems. 
The legislature of this state may not increase the proposed bud- 
geted expenditures relating to the various divisions of government, 
except those of its own estimates and of the judiciary, but it may 
reduce all other proposed outlays, except certain constitutional 
limitations as to the public school system and salaries of officers 
for the terms for which they are appointed. 

In certain other states, as in Massachusetts, the budget pro- 
cedure is similar to that of Maryland, except that the legislature 
may make increases subject to the authority of the governor to 
veto individual items in appropriation bills. In Nebraska, the 
legislature may increase any particular provisions in the budget 
estimate of state expenditures by a three-fifths vote, without first 
submitting them to the governor for approval or veto. In 
Louisiana, the tax commission is the budget-making authority. 
The governor of California is reqmred to submit a budget plan 
to the legislature with a bill. No appropriation to meet the ex-, 
penses of any state department or agency may be passed without 
first securing the approval of the chief executive of the state, sub- 
ject to overriding his veto by the legislature if he returns the 
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measure unsigned with his objections. The governor may reduce 
or eliminate items of expenditure, but the legislature may, by a 
two-thirds vote, override this action. 

In a few cases, as in the state of New Mexico, the budget plan 
permits the governor and administrative and executive heads to 
appear before the legislature in regard to their proposed expendi- 
tures. However, this privilege is so unusual in the United States 
that it may be regarded as exceptional. In Pennsylvania the 
Secretary of State, who is appointed by the governor, is the budget 
officer. In Wisconsin a board, composed of the governor as chair- 
man, three of his appointees, the Secretary of State, the president 
pro tempore of the Senate, the Speaker of the House, and the 
chairmen of the two legislative finance committees, controls the 
budget making. In a few states, the budget is still prepared by 
legislative committees or bureaus to whom the state departments, 
agencies, and public institutions submit directly the estimates of 
their public expenditures. 

The legal requirements for the preparation of balanced budgets 
varies considerably among states. In Arkansas, the Budget Com- 
mission of the Legislature must recommend changes needed in the 
revenue laws to adjust sdelds to expenditure requirements. In 
Alabama, the Governor is required to recommend measures to be 
taken by the legislature in order to deal with deficits or surpluses 
of the current quadrennium. California’s Constitution, in which 
the state’s basic budget law is embedded, specifies that the 
Governor must recommend new sources of revenue if existing 
soiu'ces are inadequate to finance proposed expenditures. 

Many states handle this matter of balanced budgets by statute. 
In Georgia, the statute specifically says “If the proposed expen- 
ditures for either fiscal year shall exceed the estimated revenues 
therefor, the Governor shall recommend the sources from which 
the additional revenue shall be provided.” A Rhode Island statute 
states, “In the case a deficit immediate or prospective is shown in 
said report Poudget] said Commissioner shall include in said report 
[budget] his recommendations concerning the manner in which to 
remove said deficit.” 

It now seems to be a general requirement that the governor 
of the state suggest new sources of revenue, or changes in the old 
sources, especially in the executive t 3 q}e of budget. This require- 
ment is contained in the constitution or statutes as part of his 
budgetary duties. 
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Manicipal Budgets. The adoption of budgetary plans by the 
cities in the United States is universal. In fact, the budget move- 
ment in this country seems to have started in New York City.’' In 
its main outline, municipalities follow the same procedure in the 
adoption, organization, and execution of budgets as that of the 
federal and state governments. The budget may be prepared by 
the mayor, or by a director under his charge, or by the legislative 
branch of the city. In all cities having the manager plan of 
government, the budget is prepared under the direction of the city 
manager and submitted by him to the municipal council for 
approval. 

In New York City, the various responsible municipal heads 
address estimates of their expenditures to the Council These 
estimates are then referred to a Board of Estimate composed of 
the mayor, the comptroller, the president of the Council, and the 
presidents of the five boroughs. The final budget is prepared from 
these estimates. It is submitted to the Council for adoption. 
The board may not increase any item, but it may make reductions 
subject to the veto of the mayor. This veto may be overridden 
by a three-fourths vote of the Council Public hearings, as in 
St. Louis, are frequently held on the municipal budget before 
it is finally adopted, but all too frequently little interest is mani- 
fested by the people in these fiscal matters. 

The Enacting and Appropriation Procedure. As has been 
stated, the budget of the United States is not a law, but a fiscal 
report by the President to the Congress; it is but an estimate of 
expenditures and receipts in advance. After expenditures have 
been approved by the proper committees, and the bills have been 
prepared, the House of Representatives, and subsequently the 
Senate, are ready for a vote. An appropriation may be made as a 
lump-sum, in which case the President is authorized to use wide 
discretion as to how the money is to be spent. This is especially 
true when the Chief Executive sends secret missions abroad. No 
questions are asked as to how the funds are used. 

At times, the purposes of certain proposed expenditures may 
be of such broad nature as to preclude any great amount of 

immediately after its organization, the New York Mumcipal Research 
Bureau began the study of budget makmg in 1906. Its first report, in 1907, 
suggested plans for “Making a MunidpaJ Budget,” and was the begmmng of 
nationwide study of budgetary processes in the United States. 
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direction by Congress as to how they should be spent; hence, it 
may be advisable or necessary to make only lump-sum appropria- 
tions under such circumstances. 

After the budget has been submitted to the legislative branch 
by the Chief Executive, and even after it has been approved and 
put into operation, certain changes or alterations in estimates of 
expenditures usually have to be made. This may be necessary 
because of a change in economic conditions, or it may be due to 
an underestimate of certain items of expenditures. In such cases, a 
supplementary budget, or deficiency bills, will have to be pre- 
pared and sent to the legislative branch for approval. These go 
through much the same procedure as any part of the regular 
budget. 

Under the Federal Act of 1921, the President may submit 
certain supplementary or deficiency estimates to Congress to meet 
emergencies that have arisen after his budget message was de- 
livered, provided that he includes full explanation of the purpose 
for additional funds. If the amount requested brings the total 
expenditures above the expected revenue for the next fiscal year, 
his special message must also include a proposal for new sources 
of income. These new sources of revenue are actually proposed 
by the Secretary of the Treasury who is the head of the fiscal 
affairs of the federal government and who has charge of the collec- 
tion and disbursement of all government funds. In this matter, 
the Secretary of the Treasury has been given considerable power 
to deal with Congress and with the various fiscal committees. 

Back of every unbalanced budget exists the possibility of 
inflation. Every government therefore endeavors to operate under 
a balanced budget with expenditures and income equal. It has 
been noticed already that this exact balance is not possible at all 
times, because government expenditures and income originate in- 
dependently, and therefore do not regularly tend to balance. The 
best system of government finance is neither a long-time surplus 
nor a long-time deficit, but a continual alternation between these 
two fiscal conditions over short penods of time. In an ideal fiscal 
administration, a surplus in one year or period will take care of a 
deficit in the next. This procedure usually involves the use of public 
credit. This important subject will be discussed in a later chapter. 

The Execution of the Budget. The final stage in the cycle of 
the budget includes spending the funds raised by taxation for the 
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benefit of the people. This duty devolves upon the executive de- 
partment and is therefore pnmarily a function of the President. 
The legislative branch makes the necessary appropriations, and 
it then becomes the duty of the executive department to carry 
into effect the budget as it has been approved. The execution of 
the budget includes collection of revenue, custody of public 
moneys, spending in accordance with the laws that provide for 
appropriations, and, finally, the use of public credit. All these in- 
volve certain fiscal relations among the various units of government. 

The Treasury Department was created by Act of Congress 
for the purpose of managing national finances. It is therefore the 
fiscal center of the United States Government.® This department 
was one of the first divisions to be organized after the adoption of 
the Constitution. The Secretary of the Treasury was originally 
solely charged with the preparation of plans for the improvement 
and management of the revenue and the support of the public 
credit, although this fimction is now, in part at least, transferred 
to the Bureau of the Budget. The act provided that the Secretary 
should prescribe the forms for keeping and rendering all manner of 
public accounts and for making returns. The Secretary was em- 
powered to make all loans, and to grant, subject to limitations, 
all warrants for moneys to be spent according to legal appropria- 
tions. Today, the Secretary is by virtue of acts of Congress per- 
haps the only cabinet officer who can furnish information to or 
deal directly with either or both branches of Congress without the 
consent of the President. 

The Act of 1921 originally placed the Bureau of the Budget in 
the Department of the Treasury, although all its activities were 
directly under the supervision and control of the President. Today, 
the Bureau of the Budget is lodged entirely in the Department of 
the Executive. The principal fiscal divisions of the Treasury De- 
partment are the Bureau of Customs, the Bureau of Internal 
Revenue, the Mint, the Office of Commissioner of Accounts and 
Deposits, the Office of Commissioner of the Public Debt, the 
Office of the Comptroller of the Currency, and the Office of the 
Treasurer of the United States. 

The Bureau of Customs administers the powers and duties 
that are vested in the Secretary of the Treasury with respect to 

®The Treasury Department was created by Act of Congress, approved 
September 2, 1789 (1 Stat. 65). 
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importation into and exportation of merchandise out of the 
United States. It collects all duties in compliance with the tariff 
laws. The Bureau of Internal Revenue has general supervision 
over the determination, assessment, and collection of all internal 
revenue taxes, such as the income and profits taxes, the alcohol 
tax, the tax provisions of the Social Security Act, and many other 
miscellaneous sources of income. 

The Office of the Commissioner of Accounts and Deposits 
supervises the duties that relate to the Division of Bookkeeping 
and Warrants, the Division of Disbursements, the Division of 
Deposits, and the Section of Surety Bonds. The Office of Com- 
missioner of Public Debt includes all services that pertain to the 
public debt and paper currency issues of the United States. When 
a new public loan is to be floated, it prepares all the necessary 
documents and directs all the subscriptions and allotments of the 
securities. 

The Office of the Comptroller of the Currency has general su- 
pervision over all the national banks, the organization of new 
banking institutions, the consolidation and liquidation of national 
banks, and the granting of the privilege of operating branches, 
where this concession is permitted by law. 

The Office of the Treasurer of the United States receives and 
disbxirses public fimds on deposit in the Treasury or in other 
authorized depositaries. It is the fiscal agent for the issuance of 
paper currency, for the payment of principal and interest on the 
public debt, and for the redemption of all currencies issued by the 
National and Federal Reserve Banks. This office also receives all ap- 
propriations made by Congress and credits the legal amounts to the 
various government departments and agencies for disbursements. 

Budgetary Review. The President of the United States is only 
an executive officer in the administration of the budget. The real 
authority for all governmental expenditures can come only from 
Congress. This authority, the courts have held, cannot be dele- 
gated. Hence it is imperative that the legislative branch create 
some kind of control and audit over all the budgetary processes. 
These legislative measures of control vary widely among the 
nations. They extend from a thorough audit and examination of 
all expenditure accounts and vouchers, as in England, to little or 
no supervision over them, as in such countries as Germany, Italy, 
and Russia dxuing dictatorships. 
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The term “audit” includes a pre-audit, or the verification of 
all expenditures before they are made, and a post-audit to de- 
termine if the public funds have been spent properly and exactly 
m conformity with the will of the legislature. An audit is not a 
mere formal examination of authorities and of rules. It includes 
all particular items of expenditures. The purpose of the audit is 
to determine whether the same results could have been obtained 
otherwise with greater economy and, in case of an increase in 
proposed expenditures, whether the particular circumstances re- 
quired the raising of additional public funds. These audits may 
be of great aid in preparing estimated expenditures for a particular 
function. 

In the United States, by the budgeting act of 1921, govern- 
mental machinery was created in the General Accounting Office 
“which shall be independent of the Executive departments and 
under the control and direction of the Comptroller General of the 
United States,” for the purpose of auditing all federal expenditures. 
The Act of 1921 also provided that “there shall be in the General 
Accounting Office a Comptroller General of the United States, 
who shall be appointed by the President with the advice and 
consent of the Senate.”® 

The Comptroller General investigates “at the seat of govern- 
ment or elsewhere, all matters relating to the receipt, disburse- 
ment, and application of public funds, and shall make to the 
President when requested by him, and to Congress at the begin- 
ning of each regular session, a report in writing of the work of 
the General Accounting Office, containing recommendations con- 
cerning the legislation he may deem necessary to facilitate the 
prompt and accurate rendition and settlement of accounts, and 
concerning such other matters relating to the receipt, disburse- 
ment, and application of public funds as he may think advisable.” 

In such regular report, or in special reports at any time when 
Congress is in session, the Comptroller General shall make recom- 
mendations looking to greater economy or efficiency in public 
expenditures. “ The Act of 1921 provides also that “all depart- 
ments and establishments shall furnish to the Comptroller General 
such information regarding the powers, duties, activities, organi- 
zation, financial transactions, and methods of business of their 

^Budget and Accounting Act, supra, C 18, paragraph 301. 

'“Budget and Accounting Act, supra, C 18, paragraph 312. 
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respective offices as he may from time to time require of them; 
the Comptroller General, or any of his assistants or employees, 
when duly authorized by him, shall, for the purpose of securing 
such information, have access to and the right to examine any 
books, documents, papers or record of any such department or 
establishment.” “ 

It will be noticed that the Act of 1921 makes these duties 
mandatory upon the Comptroller General. Congress and its com- 
mittees, as well as the Bureau of the Budget through the President, 
frequently require the Comptroller General to investigate certain 
fiscal matters and to furnish appropriate information. Since 1921, 
the efficiency of control and audit have been greatly increased, and 
uniformity in accounting has been introduced to advantage, 
although President Roosevelt in his reorganization proposals to 
Congress in 1938 recommended that the office of the comptroller 
general be abolished and that it be placed under the supervision 
of the executive. This transfer was not made and the comptroller 
general still remains independent of the executive. 

Custody of Public Funds. When taxes are collected they 
become the property of the government and a proper place must 
be provided for their safekeeping. While the Constitution makes 
no express provision for the establishment of such fiscal agencies, 
yet, under the doctrine of implied power that arises out of the 
right of the federal government to collect and disburse money, 
it was early held that certain financial institutions may be in- 
corporated to act as depositories of public funds. 

During early colonial days taxes were paid in kind. To 
preserve such perishable commodities as peas and tobacco always 
involved difficulty. Later, when taxes were paid in money, 
problems of inflation, changes in purchasing power and currency 
control became important. The Krst and Second United States 
Banks, organized in 1791 and 1816, respectively, were made de- 
pository and distributing agencies for federal funds. These central 
fiscal agencies rendered an indispensable service until 1834, when 
President Jackson succeeded in destrosdng the Second United 
States Bank by transferring all the federal funds to certain state 
institutions. These state banks, sometimes called “Jackson’s Pet 
Banks,” proved to be undesirable as fiscal depositories because 

i^Act of 1921, supra C 18, paragraph 313 

i^McCullough V. Maryland, 4 Wheaton 316 (1819). 
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of their financial instability. Accordingly, the independent 
treasury system was established in 1846. The effect of the Inde- 
pendent Treasury Law was that the federal government com- 
pletely dissolved fiscal relations with the private banking systems. 
A group of subtreasuries were located in strategic places through- 
out the United States. These institutions were entrusted with the 
responsibility of receiving all local revenues and of making dis- 
bursements. This plan provided a safe method for the handling 
of public money, but it was defective in that it made of the federal 
government a great hoarding institution. Tax collections and 
disbursements do not necessarily coincide. Considerable sums 
were allowed to accumulate in the various subtreasuries, thereby 
withdrawing funds from use by manufacturing and commercial 
enterprises. 

"^en the National Banking Act was passed in 1863, the 
Secretary of the Treasury was-given authority to designate certain 
national banks to serve as depositors of federal funds. This new 
policy possessed the advantage of keeping the surplus funds of 
government in the channels of trade. The old independent treas- 
ury system fell into disuse and was finally repealed in 1920.^® 

The Federal Reserve Act of 1913 provided that any Federal 
Reserve Bank may be required to serve as a fiscal agent of the 
United States government. Section 15 of the act states that; 

The moneys held in the general fund of the treasury, 
except the 6 per cent fund for redemption of outstanding na- 
tional bank notes and the funds provided in this act for the 
redemption of Federal Reserve notes may, upon the direction 
of the Secretary of the Treasury be deposited in the Federal 
Reserve Banks, which banks, when required by the Secretary 
of the Treasury, shall act as fiscal agents of the United States; 
and the revenues of the government or any part thereof may 
be deposited in such banks, and disbursements may be made 
by cheeks drawn against such deposits. 

No pubhc funds of the Philippine Islands or of the postal 
savings, or any government funds, shall be deposited in con- 
tinental United States, in any banks not belonging to the 
system established by this Act. Provided, however, that 
nothing in this Act shall be construed to deny the nght of the 
Secretary of the Treasury to use member banks as depositones. 

At present, the federal government uses both the reserve banks 
and their members as fiscal agents, including certain designated 

^’Appropriation Act of 1920, Lams of Sixty-sixth Congress, Second Session, 
Washington, D C.; Government Pnnting Office, Chap. 214. 
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state institutions. Except as has been explained, federal loans are 
floated through those banks that are flscal agents of the United 
States. 

While the experiences of the state and local governments have 
varied widely, yet in general, all their funds are kept in and dis- 
bursed through certain designated banking and other financial 
institutions. Usually the character or type of depository, the 
interest charge, and the manner of disbursement by warrants or 
otherwise are carefully defined by statute. In general, the practices 
of handling funds followed by state and local governments parallel 
the procedure of the federal government, 

Custody'of Public^Funds in England. In England, the manage- 
ment of public funds is a simple matter. The English Treasury 
has become purely an administrative body. The Chancellor of the 
Exchequer is in direct charge of all financial affairs, such as 
government income and expenditures, taxation, the public debt, 
and also of the mint. The Bank of England not only serves as a 
public depository, but also acts as fiscal agent for the British 
government. The Treasury prescribes all matters that pertain to 
the financial policy of the government. Public funds may not 
be disbursed for any purpose except under its direction. It is the 
business of the Bank of England to receive government deposits, 
to place them to the accoimt of the Exchequer, to transfer sums 
to the various appropriation accounts in accordance with instruc- 
tions from the Treasury, and to pay the bills of the government 
on propery authority. 

Summary. The present budgetary system of the federal 
government grew out of the Budget and Accounting Act of 1921 . 
After the budget has been prepared and printed in all its details 
by the Director of the Budget under the supervision of the Chief 
Executive, it is then laid before the Congress for approval or dis- 
approval. With few exceptions. Congress is free constitutionally 
to raise, to lower, to abolish, or to initiate any item or items of 
expenditure m the budget it so desires. The budget is laid before 
Congress by the President in what is called his budget speech. 
After the budget has been received by Congress for consideration, 

“Smead, E. L. "Operations of the Reserve System,” in Banking Studies, 
Washmgton, D. C., Board of Governors of the Federal Reserve System, 1941, 
pp. 260-65, for a discussion of relationship between the U. S. Treasury and 
the banking system. 
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the President, or any other government official, has no constitu- 
tional right to appear before either house of Congress or before any 
committee in behalf of or to explain it. The President, or a govern- 
ment official, may be invited to appear before Congress or a 
committee to explain the reason for such requested expenditure 
but he does not appear as a constitutional right. Prom time to 
time, as need arises, the President may send supplementary budg- 
ets to Congress, together with complete explanations for such 
special requests and why they were not included in the main 
budget. This follows about the same procedure as does any part 
of the principal budget. 

The budgetary fiscal machinery of Congress is quite com- 
plicated. When the budget has been formally laid before the 
House of Representatives by the Chief Executive it is imme- 
diately divided among about ten subcommittees, according to 
their special interest, for close and detailed examination. Hearings 
are held, department ofiicials may be called for questioning, 
records may be required to be brought, the amoimts requested 
are compared vrith former appropriations and the actual needs of 
the functions which are to be served. The subcommittees do not 
intend to overlook any pertinent facts that would aid them in 
arriving at a fair appropriation for any item in the budget, or 
function of the government. 

Essentially the same procedure is followed in the Senate when 
its committee system comes to examine the budget. 

When the budgeted expenditures have been approved by the 
House of Representatives and Senate as a whole, then appropria- 
tion bills are prepared. When these expenditure and appropriation 
bills have been duly passed by both houses of Congress, differ- 
ences being settled m conferences, and signed by the Chief Execu- 
tive, the fiscal program then becomes a law. It then remains to 
be executed by the authorized administrative group according to 
this law. 

The principal sources of income to the federal government are 
internal revenues, custom duties and a host of miscellaneous re- 
ceipts. The student is referred to page A 11, Table 6, Budget 
Receipts, The Budget for Fiscal Year Ending June 30, 1949. for a 
detailed list of incomes by source of the United States Government. 

The tariff duties were the first source of income to the federal 
government. Later came excises and internal revenue, and more 
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recently taxation on incomes, estates, and other types of levies. 
These must all be entered in the budget, together with previously 
appropriated, estimated, and actual expenditures. The states, 
municipalities and local units have more or less highly complex 
budgets. In many instances, the adoption of the budget procedure 
has been responsible for reorganization of the government and 
concentration of power in the upper levels of administration. 

After the budget has been executed it is then subject to post- 
review and post-audits. In the case of the federal government, 
the Comptroller General has been authorized to perform this task. 

The custody of public funds is almost entirely left in the 
Federal Reserve Banking System. In the states, this matter of 
public custody of funds is very severely regulated. 

TEXT QUESTIONS 

1. What is the “State of the Union’’ message? 

2. Does the budget include handling of the national debt‘s 

3. What congressional committees study the proposed budget‘d 

4. Why must revenue bills originate in the House? 

5. What are “Internal Revenues”? 

6. Why do we have a “Ways and Means Committee” in the House*? 

7. When the legislation for tariffs is altered in the Senate after 
passage by the House, how are the differences resolved? 

8. Can the President make tariffs? 

9. What is the “flexible tariff” provision? 

10. Is there any good reason why the governor should prepare the 
state budget? If so, why? 

11. What is the budget-making procedure in Illinois? 

12. Are municipal budgets common*? 

13. What is the purpose of the Treasury Department? 

14. What are the duties of the Bureau of Customs; of the Office of 
the Commissioner of Public Debt? 

15. When was the office of “Comptroller General” created? 

16. Who has custody of Public Funds? 

17. What is the Independent Treasury System? 

18. How was the Independent Treasury System affected by the 
National Banking Act of 1863? 

19. What were the provisions of the Federal Reserve Act of 1913? 

20. How are Public Funds handled in England? 

21. What^ fiscal machinery does the federal government have for 
checking the efficiency of spending, the accuracy of accounts, and 
the individual responsibility for handling departmental outlays? 
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APPLICATION PROBLEMS 

1. Presidents have repeatedly asked for a constitutional amend- 
ment to give them item veto power over the federal budget. Do 
you agree that such additional power of the executive would 
improve the efficiency and economy of public expenditures? 

2. Would you recommend that officials be appointed in your state 
like the Comptroller General and Director of the Budget, with 
similar powers and duties? Give extensive reasons for your 
answer 

RESEARCH TOPICS 

1. What fiscal machinery does your state have for checking the 
efficiency of spending, the accuracy of accounts and the individual 
responsibility for handling departmental outlays? Your city or 
other local unit of government? 

2. Read very carefully the most recent President’s Budget Message 
to Congress. Note especially his recommendations in regard to 
expenditures and sources of income and taxation for the coming 
year. What does he say in regard to the relation between the 
fiscal policy of the federal government and its effects upon the 
general economy? What does he suggest in regard to debt 
management? 

3. Go through the latest federal budget and see if you can recom- 
mend cuts in expenditures keeping in mind the effects of the 
efficiency of the particular function in question. 

4. What is the law in your state respecting the custody of public 
funds? Does the law allow or require redundant funds to be put 
out at interest? 

5. Consider the system of accounting of the federal government 
and compare and contrast it with that of private industry and 
corporations. Give reasons for these distinctions. 

6. After the budget has been submitted to the legislature of your 
state, follow its procedure through this body. To what committees 
is the budget referred for action, and what is the power of each 
to act*^ 

7. Can you find any information in regard to the work and opera- 
tion of pressure groups and taxpayers associations before the 
state legislature of your state as it considers the budget of expendi- 
tures and revenues'^ 
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CHAPTER 11 


GOVERNMENT BUDGET: ITS ECONOMIC 
SIGNIFICANCE AND PUBLIC POLICY 

The Bureau of the Budget is one of the most important of all 
the administrative agencies of the federal government. It is the 
principal medium through which about all the estimated expendi- 
tures of the various divisions of the federal government for the 
next fiscal year and all the sources of income are submitted to 
Congress. This Bureau is also entrusted with certain responsi- 
bilities in regard to efiicieney and economy of public spending. 
The adoption of an executive budgetary system has greatly in- 
creased the power of the President over the fiscal activities of the 
federal government, but not to the extent of displacing or cur- 
tailing any legislative and judiciary functions. Congress, and 
especially the House of Representatives, cannot entrust the 
power to levy taxes, to appropriate money, or to enact the budget 
to the executive, because such matters are strictly legislative and, 
under the Constitution, cannot be delegated to any other body. 
The President can act on fiscal matters only in strict accordance 
with legal authority conferred upon him by Congress and by the 
Constitution. 

The budgetary system serves the most valuable functions of 
co-ordinating expenitures and income, of effecting tax reductions 
through goveriiment economy, of supporting efficiency of govern- 
ment, of putting public credit on a soimd basis, and of facilitating 
fiscal and economic planning. The budget is of the essence of 
government. It contains, in a condensed form, all the varied 
functions that the government performs. The modern budget is 
more than a fiscal record. It is also a political document. It not 
only tends to concentrate greater control over the financial affairs 
of the government in the executive, but it may be planned so as to 
effect fundamental changes in the whole economy. The budget 
may be used as a factor in the redistribution of wealth and in 
effecting a planned economy. These matters especially will be 
considered in this chapter. 

The Nature of State Economy. The state is a political entity — 
a corporation sole. It is a business organization, and must be 

241 



242 


Public Finance 


[Ch. 11 


operated in accordance with the rules of a going industrial con- 
cern. In fact, govemment closely emulates business in its en- 
deavor to operate in accordance with the economic laws of costs. 
The products of govemment are largely in the nature of immaterial 
services. But such services must be furnished at a minimum of 
social cost to the taxpayer and at a maximum of govemment 
efficiency. The govemment is primarily interested in providing 
for the general welfare of its people and not in making a profit. 
It is, therefore, erroneous to treat govemment finance and private 
finance as synonymous in every respect. 

In the United States, public business is transacted under what 
is known as a public corporation. This corporate entity may take 
the form of the federal, state, or local govemment, or it may be 
a school, drainage, or other special district. There are over 
175,000 such separate tax districts in the United States. Each of 
these entities, or districts, has the right to levy and collect taxes, 
to borrow money for public purposes, to acquire, hold, and sell 
property when necessary to its operation, to sue and to grant the 
right to be sued, and to make contracts. As in the operation of an 
ordinary business, these governmental units must contend vpith 
budgeting surpluses and deficits, expenditures and income, and 
devise accounting systems to keep a complete record of their fiscal 
activities. As a pnvate enterprise, these records must contain in- 
formation regarding past operations and present conditions in 
order to provide a basis for the determination of future fiscal 
policies and to serve as a control over the acts of public officials. 

Only occasionally does the federal government enter into 
active competition with private enterprise. The Tennessee Valley 
Authority was organized to produce electric power and nitrates, 
to control flood waters, to improve the navigability of certain in- 
ternal waters, and to act as a yardstick for determining the costs 
of operation in the electric utility industry. As an arm of the 
federal govemment, the TVA has been critized severely because, 
it has been alleged, it does not compete fairly with private in- 
dustry by maintaining comparable operating conditions. It has 
been charged that the TVA does not allow for such items in its 
costs of operation as taxes, depreciation, and obsolescence, a 
reasonable return on the investment, and the market rate of 
interest on funds that it might be obliged to borrow if it were a 
private corporation. There is no doubt that the TVA, as an 
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agency of the federal government, possesses certain advantages 
over private industry. Its funds were provided out of appropna- 
tions from Congress, or it was able to borrow on the general credit 
of the United States government at favorable rates of interest. It 
therefore became necessary for the TVA to revise its accounting 
procedure to conform more nearly to the practices m private 
industry under similar operating conditions. 

What has been true of the TVA is likewise the case in every 
other branch or agency of the federal government. In so far as 
it is possible, the federal government has introduced a complete 
and uniform accounting system throughout its entire organiza- 
tion. To a great extent, government and business have tended to 
emulate each other in their systems of accounting, financial 
policies, and costs of operation. 

It is the general opinion, as well as the holdings of the courts, 
that only businesses affected with public interests should be sub- 
jected to government regulation.^ Some businesses, such as the 
utilities, are so vital to the public interest as to require special 
grants, or franchises, from the state to operate. Still other tjpes 
of indispensable utilities, such as the post office, road system, 
parks, playgrounds, and schools, should be owned and operated 
by the state. The federal government therefore occupies the dual 
position of control of private business and of the ownership of 
property. The government has in its possession and ownership 
billions of dollars of all types of property. The new trends in the 
functions of government, including recent social activities, have 
greatly modified the budgetary process. 

For purposes of analysis, the federal budget may be divided 
into (1) ordinary expenditures for general government; (2) extra- 
ordinary or emergency expenditures; (3) social expenditures for 
economic security, rehabilitation, recovery, and relief; (4) capital 
expenditures, which constitute the government's proprietory 
ownership in buildings, dams, national parks, lands, and forest 
reserves; and (5) certain annexed budgets. The capitalistic, or 
proprietary budget, will be discussed later. 

The federal government is a great business corporation, which, 
in its operation, involves almost every activity of a private in- 
dustrial concern. It must, therefore, be operated according to the 

'^Munn et al. v. People of the State of Illinois, 94 IT. S 113, 24 L. Ed. 77 
(1877); Chas. Wolff Packing Co v. Court of Industrial Relations of Kansas, 
267 U. S. 552, 45 S. Ct. 441 (1925). . 
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principles of sound economics and of good business administra- 
tion. To handle all the fiscal records, Section 301 of the Budget 
and Accounting Act, 1921, created an establishment of the 
government known as the General Accounting Office. This 
agency is independent of the Executive Establishment, and is 
under the control of the Comptroller General of the United States. 
The General Accounting Office has full charge of all the accounts 
that relate to disbursing and collecting of money by the Secretary 
of the Treasury, and of settling and adjusting all claims, either as 
debtor or creditor, of the United States Government. 

The Capital Budget. The fimdamental purpose of a budget, 
whether private or public, is to give a clear statement of the 
financial status of the economic unit at a particular time. The 
accounts in each case are not the same because the public and 
private points of view are different. The state must organize its 
budget entirely in the public interest. Many writers criticize the 
division of the public budget into ordinary, extraordinary or 
emergency, social, and capital expenditures, on the grounds that 
these terms are vague and indefinite. But ordinary expenditures 
of government include all the outlays for such specific functions 
as legislative, executive, and judiciary; extraordinary, or emer- 
gency expenditures, as these terms imply, include all outlays for 
the unexpected, such as wars and catastrophes; social expendi- 
tures cover government aids to economic security, stabilization, 
health, and rehabilitation; and capital expenditures refer to 
government investment and proprietary interests which yield 
utility over relatively long periods of time. 

In the ordinary course of events, some goods are consumed 
directly by the people, while others are used in the processes of 
production. Economic theory attempts to distinguish between 
consumers’ and producers’ goods. This latter class of goods con- 
stitutes the capital of the concern, which may yield service over 
long periods of time. 

Governments are just beginning to budget capital expendi- 
tures, or those that jdeld a public benefit for a long time. With a 
little foresight and planning, the government can determine in 
advance, with a fair degree of accuracy, the amount of expendi- 
tures for permanent capital improvements. It is the only method 
by which the budget may be kept in balance on either an annual 
or a cyclical basis. It is about the only means of insuring against 
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excessive or wasteful expenditures under the heading of perma- 
nent capital improvements. 

All grades and types of modem governments own and operate 
many enterprises that yield a profit, even after allowing for such 
cost items as taxes, interest on investment, depreciation, and ob- 
solescence and upkeep. The post office is a large public enterprise 
and, in some countries, as in England, yields a substantial net 
revenue to the government. The estimated expenditures and 
income of such public enterprises should be entered in separate 
or annexed budgets. Many utilities, such as the TVA, and the 
gas, water, electricity, and transportation of cities, are publicly 
owned and operated by the government. As has already been ex- 
plained, the federal government either has made heavy invest- 
ments in many such enterprises, or, by lending its credit, has 
guaranteed their outstanding obligations. These liabilities of the 
federal government are only contingent, because these enterprises 
are expected to be self-liquidating. The federal budget now in- 
cludes a section on these new fiscal items under the heading of 
contingent liabilities. 

There is considerable confusion over the term “investment” 
when it is applied to the fiscal facts of government. The federal 
“ government put millions of dollars into the railroads, banks, in- 
surance companies, and industrial concerns, through the Recon- 
struction Finance Corporation, during the great depression. It 
also invested considerable sums m the Tennessee Valley Authority 
and in irrigation and power projects in the West. The federal 
government has many trust funds, such as those of the social se- 
curity and of the unemployment program, which are invested in 
its own securities. 

During the period following 1933, when the federal debt was 
increasing at a rapid rate, these enormous expenditures were con- 
sidered, in part, as an investment. Just as the private individual 
spends when he invests in his own business, or buys the stocks and 
bonds of another concern, so part of the federal debt represented 
a capital sum invested in recovery, rehabilitation, sustaining pri- 
vate enterprises about to fail, and in granting aids to the aged 
and unemployed. Since the benefits of government are mainly 
nonmaterial, its investment as represented by the public debt, 
may be similarly intangible. There is no attempt in the federal 
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budget to separate the investment and net expenditure aspects 
of the public debt. 

Private expenditures in the form of investment are not re- 
garded as part of a deficit. Such expenditures merely take on the 
form of new assets. The modem government spends considerable 
sums of money on material as well as on nonmaterial functions 
that yield utilities for long periods in the future. The government 
may put money into such tangible utilities as public buildings, 
parks, playgrounds, water reservoirs for irrigation purposes, and 
reforestation. It may finance schools, research, work projects for 
rehabilitation of the unemployed, economic recovery, and social 
security. As in the ease of private spending, such expenditures 
should not be regarded as consumptive, but rather as public in- 
vestments. On all investments of a more or less permanent nature, 
the government should make allowances for interest on invested 
funds, obsolescence, and depreciation. Unless every fiscal situa- 
tion is taken into consideration, it is impossible to detennine 
whether or not the budget is in balance. It therefore follows that 
the real deficit of a government at a particular time is not neces- 
sarily the excess of expenditures over income. 

A government should operate on a dual budget system. The 
first budget should show the immediate relation between current 
consumptive expenditures and current net income. The second 
budget should show a long-time relation between future income 
and amortized capital outlays. During World War II it became 
necessary to set up an emergency budget to show the exact fiscal 
status of the federal government. But such an emergency budget 
need not interfere in any way with the budgets that show re- 
spectively the current consumptive expenditures and the outlays 
for capital purposes. The first budget could be kept in balance at 
all times, either by short-time borrowing, with immediate pros- 
pects of liquidation out of surplus, or by readjusting the rate 
schedules of certain flexible incomes. The second budget should 
be balanced by borrowing, with definite provisions for liquidating 
the deficit in some systematic manner. 

Therefore, the question of whether or not a government budget 
is in balance becomes a technical one. Should the budget show a 
balance on a monthly, annual, or cyclical basis? Should all the 
conditions of the budget be taken into consideration in arriving 
at a balance? Is the budget to be regarded as out of balance be- 
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cause the current income is only sufficient to meet the ordinary 
expenditures of the government, and sums must be borrowed for 
extraordinary, capital, and social purposes? 

A budget, if it is to give the complete fiscal situation of a 
government, must necessanly be a complete document. While it 
is necessary that it show the fiscal status of each major govern- 
mental function, it must also give an over-all picture of the entire 
fiscal activity of the government. The budget should show the 
“over-all liability,” including contingent liability, as well as the 
totals of cash income and cash outgo, on monthly and yearly 
bases. Government has become one of the principal factors in the 
distribution of income. Therefore, the budget should show how 
its fiscal activities affect the whole economy. At times, it may be 
good policy to balance the government budget, while at other 
times it would be disastrous. Here is where private and public 
finance do not coincide. The plan of balancing the budget on an 
annual basis is gradually giving way to the cyclical method, 
which may extend over a period of several years. Fiscal activities 
of governments run in cycles that require longer-range planning 
than the accustomed one-year fiscal period. 

In setting up a capital budget, it is necessary to determine the 
valuation of the government’s investments in durable goods. Such 
valuation, if kept up to date, would contribute greatly to accuracy 
in accoimting and also be of inestimable value in planning revenues 
and expenditures for amortization and replacement. The diffi- 
culty, if not the futility, of determining the present value of a 
utility’s physical assets was demonstrated when the Valuation 
Commission after 1920 attempted to evaluate the railroads for 
rate-making purposes An attempt to evaluate all the properties 
of the federal government would be an extremely difficult and 
expensive undertaking, and would hardly be worth the effort that 
it would entail. The project would probably be out of date a long 
time before it was completed. It would be possible, however, by 
keeping an account of all expenditures for capital purposes, to 
develop over a long period of time a complete inventory of public 
investments. The most useful methods of determining utility 
valuation are original or historic cost and the cost of replacement, 
less depreciation. The United States Supreme Court has recently 
declared in favor of the prudent investment method.® “The 

^Federal Power Commission v* Natural Gas Pipeline Co., 62 S Ct. 736, 
(1942). 
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Constitution/' said the Chief Justice in deciding this case, ''does 
not bind rate-making bodies to the service of any single (valuation) 
formula or combination of formulas/' 

The budget, especially that of the federal government, has 
become a highly technical, complex public document. The unitary 
tjrpe of budget no longer seems to satisfy completely the present 
fiscal needs of modern government. The unitary type is compre- 
hensive and simple, but it lacks the administrative flexibility of 
the multiple budget, which is so necessary in modern fiscal opera- 
tions. Neither does it set forth in clear detail the varied and 
multiple functions of government. 

A comprehensive budget of the multiple type should include 
in considerable detail the following activities: 

I, The ordinary budget 

1. Legislative 

2. Executive 

3 Judiciary 

4. Past and future war expenditures 

IL The extraordinary budget 

1 Current war expenditures 

2. Current emergencies 

A Epidemics 

B. Floods 

C. Droughts 

D. Aids to industry during periods of depression 

III. The social budget 

1. Social Security 

2. Rehabilitation 

3. Aids to unemployed 

IV. The capital budget 

1. Public works projects 

2. Contingent liabilities agencies 

3. Government investments 

V. The annexed budget 

1. Post oflice 

2. Trust funds 

The Capital Budget in Operation. In its broadest sense, a 
government is said to have a dual budgetary system when the 
current-operation expenditures are kept separate from outlays 
for capital or investment purposes. Each division may be further 
subdivided by setting up certain special and annexed budgets. 
The outlays of each division are separated for purposes of ac- 
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counting only. Even under a dual budgetary system, provision 
must be made somewhere for unifying all the accounts so as to 
present an over-all picture of the whole fiscal situation of the 
government. There is, therefore, a great degree of interdependence 
between these two divisions, because all operating expenditures of 
capital investments should be charged to current income. In 
general, a government is justified in borrowing only for financing 
permanent improvements; its current or ordinary expenditures 
should be met out of current income. If they are not, the existing 
tax program should be revised, or a short-time loan should be 
floated with definite provisions for its early liquidation 

There is some controversy as to the charges that should be 
allowed imder the capital budget. But it is generally agreed that 
on all government assets which are durable, provision should be 
made for depreciation, reserves, capital losses, amortization, 
write-offs, and replacements, because at some time these perma- 
nent improvements must be replaced. The capital budget should 
also contain special provisions for income for meeting the current 
expenditures The case of interest charges is not so simple — ^it all 
depends upon the nature and kind of the government investment. 
If the improvement were built out of borrowed funds, the interest 
on the loan would be treated, in any event, as an operating ex- 
pense and be paid out of current income. Certain forms of govern- 
ment investments, such as the TVA, which are operated as private 
enterprises, should include a fair interest charge as part of their 
costs of operation. But there seems to be little reason for allowing 
for interest on investments in such permanent assets as buildings, 
national parks, schools, forest reserves, which are not self- 
liquidating or not income yielding. 

Proposed Budgetary Reforms. The question of budgetary re- 
form in the United States has been under senous consideration for 
some time, especially with reference to capital outlays. In his 
budget message to Congress on January 3, 1939, in regard to the 
1940 fiscal year. President Roosevelt had the following to say: 

Beyond these questions of ordinary expenditures are 
those which relate to the nonoperating or unusual costs of 
Government and involve extraordinary expenditures that deal 
more particularly with the relationship between fiscal policy 
and the economic welfare of the country. These questions 
concern Government loans, capital outlays, and relief of the 
needy. Expenditures made under these heads are of such a 
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flexible character as to provide, through their concentration or 
expansion, apartialoffsetforthe rise orfallinthenationalmcome. 

The public has been showing an increased interest in the 
adoption by the Government of a form of budget which would 
conform more nearly to the practice followed in commercial 
business. There has been some criticism of the Government’s 
practice of including in its budgetary expenditures, amounts 
disbursed for loans, or for self-liquidating projects, or for other 
extraordinary capital outlays which increase the wealth of 
the Nation. 

I recognized the merit of constructive suggestions of this 
nature by recommending in my last Budget Message a change 
in the method of financing the requirements of the Com- 
modity Credit Corporation. This recommendation provided 
for an annual appraisal of the assets and liabilities of the 
Corporation, and contemplated that any surplus from opera- 
tions or any impairment of capital resulting from losses be 
reflected as receipts or expenditures in the annual Budget, 
Under this method the Budget would be affected, not when the 
investment or loan is made, but in the fiscal year when the 
surplus or loss occurs. Congress approved this recommenda- 
tion in the act of March 8, 1938, and it might well give con- 
sideration to an extension of this principle to other govern- 
mental corporations and credit agencies, such as. 

Agencies under the Farm Credit Administration 

Electric Home and Farm Authority 

Export-Import Bank of Washington 

Farm Security Administration 

Federal Crop Insurance Corporation 

Federal Savings and Loan Insurance Corporation 

Home Owners’ Loan Corporation 

Inland Waterways Corporation 

Panama Railroad 

Reconstruction Finance Corporation 
Rural Electrification Administration 
United States Maritime Commission 

Public projects of a self-liquidating character represeht 
another class of expenditures appearing in the annual Budget 
as current outlays, to which this principle might also be ap- 
plied. For example, outlays for the Boulder Canyon project 
amounting to more than 120 million dollars have been in- 
cluded in annual budgetary expenditures of the Government, 
notwithstanding that the total cost of the project, including 
capitalized interest during the period of construction, will 
be returned to the Government within 50 years, with interest. 

While I do not advocate that the Government capitalize 
all of its expenditures for physical improvements, it seems to 
me that such portions of the cost of public projects as are 
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clearly self-liquidating should occupy a separate category in 
budgetary reporting. Our financial statements, of course, 
should clearly reflect, in appropriate classifications, the 
amount of Government outlays for physical improvements 
that are not self-liquidating in character. We must take into 
account the necessity for making such of these and other 
changes as will permit the presentation to the Congress and 
to the public of more accurate and intelligible statements of 
the financial operations of the Government. 

This statement by President Roosevelt did little more than 
take official notice of the need of certain budgetary reforms. It 
did not make actual provisions for any innovations in budgetary 
procedure. The President did, however, recommend to Congress, 
and the recommendation was later adopted, that there be made 
an annual appraisal of the assets and liabilities of the Commodity 
Credit Corporation, but this plan has not been extended generally 
to other governmental agencies. The capital or investment budget 
seems to be a resultant of government activity in the fields of 
private enterprise, and its further development in the United 
States may be expected with the growing importance of this new 
function of the state. 

The Capital Budget in Other Countries. In many other coun- 
tries, such as Denmark and Sweden, the capital or investment 
budget has been extensively developed. Perhaps the Danish 
budget goes further in this respect than that of any other country. 
It requires every capital outlay of the government to be entered 
under a separate account. It makes no distinction between self- 
liquidating and nonrevenue producing investments. The only 
criterion seems to be the durability of the asset. The Danish law 
provides that all government investments of a durable nature 
shall be financed by (a) borrowing, (b) amortization and deprecia- 
tion allowances, and (c) inheritance taxes. In Sweden, the capital 
or investment budget idea is applied only to government assets 
that are durable, remunerative, and self-liquidating. Durable in- 
vestments that do not yield an income are treated as current 
operating expenses. The Swedish system is therefore more nearly 
in line with the development in the United States. The Swedish 
budget makes no allowance for interest charge on any type of 
durable investment. 

The Danish and Swedish systems illustrate the dual budgets in 
contrast. In respect to the capital budget, both regard durability 
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of assets as important, but Sweden includes under such category 
only the assets of those government agencies that are revenue 
producing and self-liquidating. Writers on public finance generally 
agree that a capital budget of durable assets is necessary, but 
they do not agree as to its extent. Some, as in Denmark, would 
include all durable investments, whether revenue or nonrevenue 
producing. Others, as in Sweden and perhaps in the United 
States, would include only durable government investments that 
are self-liquidating and revenue producing. Under the Act of 
Congress of March 8, 1939, the Secretary of the Treasury is re- 
quired to make an appraisal of all assets and liabilities of the 
Commodity Credit Corporation as of the 31st of March of each 
year for the purpose of determining its net worth. All other 
governmental corporations and credit agencies are outside the 
budget in the sense that they may obtain their funds out of the 
sale of their own obligations upon the contingent liability of the 
federal government 

Budgeting Deficit Finance. During the last two or three 
decades, governments have been operating under a policy of 
deficit spending, or deficit financing, as the expression is ordinanly 
stated. This seems to be creating a fiscal condition in which the 
state is to remain permanently in debt Such policy is not without 
its supporters. 

It should be said at the outset that the expression “balanced 
budget,” as used in government circles, is something of a mis- 
nomer; it is a term which needs to be defined when used in a par- 
ticular case. It has given rise to much controversy and loose 
thinking and a variety of meanings. The same writer may use it 
in more than one sense. The error largely arises in attempting to 
draw too hard and fast a parallel between private and public 
finance, and in attempting to arrive at a predetermined conclusion 
by a selected grouping of government data. 

In private finance, an unbalanced budget, or expenditure in 
excess of income, is bad business. If continued too long, a deficit 
will lead ultimately to bankruptcy. But such a result does not 
necessarily follow in the same manner in government operation. 
If the budget remains unbalanced because of a constantly recurring 
deficit, it may be necessary for the state to resort to the issue of 
irredeemable paper money to meet its expenditures. Hence, the 
way out of a fiscal dilemma for the state, if an immediate increase 
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m revenue is not possible, is inflation. For many years Prance 
balanced its budget by issuing irredeemable promises to pay 
through the central bank, the Bank of France. There are also 
numerous instances of governments resorting to similar practices 
during and following periods of great emergency, such as a war, 
to bolster the security of the general economic situation. 

In balancing the budget, two major conditions may be in- 
volved. Between periods of prosperity and depression, or during 
the course of a complete business cycle, wide fluctuations in income 
and public expenditures occur. Tax returns from levies on all 
kinds of private income and tariff duties are likely to fall to low 
levels during periods of depression, while in times of prosperity 
they may increase enormously. Some taxes, such as those on sales 
of necessaries and general property, are fairly stable and, relative- 
ly, are but little affected by the change in the business cycle. But 
as was stated earlier in the text, public expenditures may vary 
greatly between prosperity and depression. During prosperity, be- 
cause of augmented national income, it is easy to add new govern- 
ment functions and to secure the necessary additional revenue. 
But in periods of depression, it is difficult, if not impossible, to 
effect a material reduction in public expenditures, and, at the same 
time, to meet all the new demands upon the government. All these 
factors enter into the problem of keeping the budget in balance 

Long-time government borrowing is justified when the pro- 
ceeds are to be used to finance permanent capital improvements 
which may be useful over a long period of time. Short-time bor- 
rowing may be used to balance the budget when current expendi- 
tures temporarily exceed current income. But a plan to amortize 
a short-time loan, say within five or so years, should be prepared 
at the time the debt is incurred.^ Several plans of amortization 
are available. First, the loan may be paid in equal monthly or 
yearly installments over the period of its issue; second, the rate of 
payment may be more rapid during the early part of its existence; 
third, the loan may be liquidated very slowly at first leaving the 
greater part to be paid toward maturity. The plan usually used 
by governments is equal distnbution or straight line method of the 
payments over the life of the loan. Since these short loans are 
made for the purpose of balancing the budget during a business 

^The period of five years is suggested because it relates to short-time bor- 
rowing by a government. Any penod longer than five years is generally re- 
garded as long-time borrowing in fiscal circles and is usually financed by bond 
issues. 
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cycle, they should be issued for longer periods during the early 
part of the depression, the matunties becoming shorter as a state 
of normalcy returns. In any event, when short loans are made for 
the purpose of balancing the ordinary budget, definite plans 
should be made to amortize or liquidate the obligations within 
five or so years, so that they will not become part of the regular 
debt of the federal government. In general, it is not good fiscal 
policy to liquidate these loans by means of a reserve that has been 
created in anticipation of the debt. Not much more may be said 
in defense of earmarking certain taxes for the payment of spe- 
cific loans. A debt of the government is a claim on all the taxable 
assets of the people within its jurisdiction, and it hardly seems 
reasonable to pledge certain tax returns for its pa 3 ment. There, 
are, of course, exceptions such as gasoline taxes, which are usually 
earmarked for maintenance of hard roads or for the liquidation of 
bonds used for their original construction. 

The fundamental purposes or objectives of government deficit 
financing during penods of depression are, first, to give aids of all 
kinds to unemployment and to businesses that are struggling to 
exist, and, second, to raise the general level of income and the 
standard of living of all the people. In all such instances, the 
emphasis should be placed on government aid and not on control. 

Just how far government expenditures may or should go during 
a period of depression to aid or to mitigate such economic situa- 
tion has always been a much debated question. During the prewar 
period from 1931 to 1941 the total deficit amounted to $34,500,- 
000,000 which represents the excess amount spent by the federal 
government because of the great depression. If such act of govern- 
ment is to be of any material aid in relieving a depression it should 
be in addition to the total ordinary expenditures and in sufiicient 
amount to have its effect. It has not yet been proved conclusively 
that any program of government expenditures during a period of 
depression has ever provided the stimulus for long-time recovery. 
There are those, however, who contend that such expenditures 
may have their effect, which, like a snowball rolling down hill, 
may grow in size and power as it progresses. Professor Ke 3 nies has 
set forth the "multiplier” theory in which he contends that, due 
to a cumulative effect arising out of responding, the total added 
purchasing power in a community will exceed the original addi- 
tional spending. 



Ch. 11] 


Government Budget 


255 


The additional or multiplier system of government expenditure 
may take the form of capitel investment, either public or private. 
In such case, the net return on the investment would be in addi- 
tion to the ordinary national income. It is not necessary, however, 
that this government expenditure he income creating in the sense 
that it has been made for some kind of capital goods that will 
yield a net return to the government in the future. It could take 
the form of a dole. 

The pump-priming policy of the New Deal is an example. 
According to the pump-priming theory, it was expected that a 
relatively small and temporary government expenditure would be 
sufficient to give the needed initial start to recovery. It was 
posited upon the general assumption that, once recovery got under 
way, it would become automatic and self-generating. Therefore, 
the pump-priming stimulation needed only to be applied periodica- 
ally, whereas the fiscal policy of compensatory spending would be 
regarded as more or less permanent. Whichever view is followed, 
it would seem that, if the general economy is to receive any stimu- 
lation from government spending, it will be because the volume of 
expenditures is in addition to the oridinary private outlays, or 
what might be stated as the “additional spending and respending” 
theory. This is the reason the general level of prices has always 
risen during a great national emergency such as war. During these 
periods, because of the increase of government credit, the total 
accumulated purchasing power greatly exceeds the volume of 
goods available, which forces prices to rise. 

Capitalistic Economy. To discuss intelligently the relations 
between fiscal policies of government and employment and produc- 
tion, it will be necessary to examine a few general principles of 
economic organization. 

The ideal of any economy is full employment and maximum 
production of goods and services. The end purpose of production 
is to supply human wants. Under a capitalistic economy, full 
employment exists when all the employables depending upon 
salaries and wages for their support are gainfully occupied. There 
are always, however, many people who are unable to provide for 
themselves or their families, either in whole or in part, and there- 
fore must be supported by their government out of public funds 
by means of the dole or direct relief. Such people have a negative 
taxpaying ability. Maximum production is a relative term. At a 
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particular time it depends upon the available amount of the factors 
of production, especially labor and capital, and the available 
amount of raw materials, including personal skills, to be converted 
into finished products, services, and utilities. It therefore follows 
that since human wants in general are insatiable, the volume of 
production may and often does vary enormously from time to 
time as measured by the national net income. 

A distinctive characteristic of a capitalistic economy is the 
way it operates in the market. A market may be defined as an 
area in which buyers and sellers meet, and in which one price 
tends to prevail. The sellers or producers in a given market may 
act independently, or in competition, or they may act collusively 
as monopolists. The same conduct or behavior may be true of 
the buyers or consumers. But since the conduct of sellers or 
producers in the market is more important than that of the buyers 
or consumers only the former will be specifically considered. 

Competition may be defined in general as the conduct or be- 
havior of a great many sellers or buyers in the selling or buying 
of the same goods or services at the same time to or from the same 
individuals or groups. Pure competition is said to exist when the 
number of sellers is very large, or so large that if any one seller 
were to drop out or to enter the market his supply would affect 
the total goods and services on the market so little that the re- 
sulting prices would remain unchanged. In other words, in pure 
competition, no one person or small group of sellers has any 
appreciable control over the price. It should also be noted that 
competition has two distinct effects upon the direction of resulting 
prices. If it is competition among producers or sellers, market 
prices tend to fall; if among buyers or consumers, the effect may 
be to cause them to rise. In general, the fundamental law of prices 
under competitive conditions is that the price will he that which 
clears the market, and is equal to the cost of the marginal unit where 
all producers are of equal costs, or that of the marginal producer 
necessary to supply the amount needed. 

The other condition m the market is monopoly (Greek, mono- 
polia — meaning sole selling). Considering the conduct or behavior 
of the seller or producer, monopoly is said to exist when he has 
such control or power to restrict the supply that he can manipulate 
the price in the market. If the article is a necessary, the monopo- 
list can exact a very high price by restricting the supply, or he can 
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increase the supply and decrease price to increase sales. This con- 
dition is greatly affected by the elasticity or slope of the demand 
curve. The law of monopoly price may be stated thus: The 
monopolist will put on the market that supply which wtll give him 
that price which will yield to hvm the greatest net return. 

In many respects, pure competition and absolute monoply do 
not exist except in theory. Therefore the practical market which 
does exist contains a mixture of the two elements, competition 
and monopoly, sometimes called monopolistic competition. There 
is an English school which does not support the monopoly element 
in the market but instead simply regards the practical market as 
competition working imperfectly. 

It is therefore necessary to realize that price is the important 
factor in a market. Price may be raised to induce a greater supply; 
it may be lowered to move the goods off the market. Price has 
been defined by a famous economist as an evener or balancing of 
supply and demand; it is a function of supply and demand. 

A further elaboration of these and other basic principles of the 
economy would carry the context too far afield, but these are a 
few of the classic concepts. Their comprehension is necessary to 
an understanding of what is to follow in this chapter and especially 
in the later chapters on the theory of shifting, incidence and 
pressure of taxation. 

The fiscal policy of government with respect to taxation, 
spending, deficit financing, debt management may exert a tre- 
mendous effect upon production and employment. 

Cyclical Nature of the Economy. It is a well known fact that 
any d 5 mamic economy, in contrast with that of a static condition, 
if there is such, is in a constant state of flux, it is either expanding 
or contracting whether it is measured in terms of volume of out- 
put, employment, income, or according to an index number of 
general price level. If the last measure is chosen, the inverse 
change in the purchasing power of the dollar with respect to 
general price movement must be considered. This expansion and 
contraction of the economy is best descnbed by the business cycle, 
ignoring for the time such other changes as secular, seasonal and 
sporadic trends with which it is very difficult, if not impossible, 
strictly to correlate government fiscal activity. There are numer- 
ous explanations of the changes in the business cycle, but the one 
most generally accepted or discussed is the investment theory. 



258 Public Finance [Ch. 11 

It is the one most nearly consistent with the resultant effects of a 
government’s fiscal policy; it is demonstrable empirically. 

The t 3 T)ical business cycle through all its phases of prosper- 
ity, recession, and depression may be illustrated thus: 

THE BUSINESS CYCLE 
Y 



AB is the curve indicating cyclical changes; x and z are the 
peaks of prosperity; y is the trough or depression of the cycle. 

Starting with the trough or end of a period of depression where 
the cyclical curve has reached its lowest point, the cause of the 
start of expansion or the beginning of a period of prosperity seems 
to be the result of a new increment of capital real investment 
injected into the economy. By capital real investment is meant 
such fixed capital as buildings, machinery, and, in a sense, raw 
materials and finished products held in inventory. The sources of 
this new capital real investment may be risk capital out of free 
funds, or a transfer of funds from some less lucrative use, or an 
expansion of commercial bank credit, or new heavy government 
expenditures. 

Since this section of this chapter is almost entirely concerned 
with the economic effects of government fiscal policy on the busi- 
ness cycle, especially in so far as full emplo 3 Tnent and TnainTTmTn 
production are concerned, special emphasis will be placed on the 
part played by government. The theories of these effects may be 
discussed under the headings of (1) pump-priming, (2) compen- 
satory spending, (3) the multiplier principle, and (4) the principle 
of acceleration in so far as government spending is concerned. 

Pamp-priming. The theory respecting pump-priming is the 
easiest and the simplest of the four policies of government spending 
to explain and to understand and will therefore be considered first. 
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In its simplest terms, pump-priming is the act of government 
injecting into the economy new purchasing power almost entirely 
in the form of additional credit dollars. This new purchasing 
power may be created or secured by public debt accumulation 
through deficit financing by issuing irredeemable fiat legal tender 
paper money, or by taking part of the current accumulations or 
savings from the people by taxation. It is not a matter of indiffer- 
ence which of these sources of income the state should tap because 
the resulting economic effects may not be identical. 

The expression, pump-pnming, was appropriated directly from 
the act of priming or starting a dry pump by pouring a cup of 
water into the suction chamber. After the valve is wet and the 
water begins to fiow, further priming becomes unnecessary. In 
1933 it was assumed, when the economy had all but collapsed, 
that all it needed was to be given a "push,” or to be “shoved” 
off center, or to be “primed,” and then production and employ- 
ment would forge ahead under their own accumulated momentum. 
It was assumed that the federal government would have to spend 
relatively only a small sum to start the economy up the road to 
prosperity, to full emplo 3 nnent and to maximum production and 
that it could then retire from further outlay. Consistent with this 
theory, the New Deal Administration began by paying bonuses 
to the soldiers, handing out doles and relief, partly through WPA 
and PWA, passing out funds through the RPC and NIRA, but 
especially by the dollar devaluation and gold commandeering 
plans in 1933 and 1934. 

In regard to this dollar devaluation pump-priming plan, the 
President was given authority by Congress in June, 1933, under 
the Thomas Amendment, to reduce the content of the gold 
dollar by not more than 50 per cent to increase the number of 
purchasing power units. Since the gold dollar at that time was 
23.22 grains of gold, as fixed by Congress on March 14, 1900, the 
President could by his proclamation cut it to 11.61 grains. Since 
the gold dollar was not being coined, or even circulated, he chose 
to reduce it indirectly by increasing the price per ounce (480 
grains) of gold from $20.67 (480 -i- 23.22 = 20.67), the RFC pay- 
ing the bill. This was actually done, but he stopped at $35.00 
per ounce of 480 grains. This fixed the dollar at 13.71 grains 
(480 35 = 13.71), or 59.06 per cent (13.71 -I- 23.22 == 59.06) 

of its original weight, popularly known as the 60 per cent, or 60 
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cent, dollar.'* But this devaluation process and commandeering 
of all the gold had almost no effect whatsoever upon economic 
recovery. While the BLS Wholesale Index Number was rising 
very slowly about that time, it showed no appreciable acceleration 
dunng this “meddling with the dollar,” or gold bullion grabbing 
period. The great depression from 1929 to 1939 was not fiscal or 
financial in nature, and could not be cured by an imaginary 
smaller dollar or a mere pile of gold. This increase in the price 
from $20.67 to $35.00 which the federal government paid for an 
ounce of gold of 480 grains caused an enormous flow of the metal 
to this country (now over $23,000,000,000), but it was immedi- 
ately seized by the federal government and either “hidden” in 
the Treasury at Washington or “buned” at Fort Knox, Kentucky. 
The difference m weight between the two dollars (23.22 — 13.71 = 
9.51) of about grains was set aside in what was called a stabi- 
lization fund of some two billion dollars, for the dual purpose of 
maintaining United States Bonds at par and of sustaining foreign 
exchange rates if they dropped below gold parity with the pound 
sterling. This is one of the deep dark secrets of government fiscal 
operation, but to the best of available information this fund has 
never been used. 

As a fiscal policy, pump-priming was a complete failure as a 
force for starting and maintaining economic recovery. The 
President over-estimated the result effects of the quantity 
theory of money and furthermore assumed the fact that business 
cycles were a resultant of financial and fiscal phenomena. The 
economy seems to have little or no inertia which would cause it, 
once put in motion, to continue in that direction under its own 
momentum until opposed or diverted by a counter force. 

Compensatory Spending. When the business cycle turns down- 
ward it is because there is insufficient pnvate investment to sus- 
tain its further and continuous upward trend. Therefore, to avoid 
senous repercussions of unemployment and reduced production 
of goods and services, the government will have to supply this 
gap or deficiency. In other words, the government merely supplies 
sufficient additional purchasing power to compensate for the gap 
or deficiency which private investment fails to provide. In its 

‘See the so-called gold clause cases. Norman v. Baltimore & Ohio R. Co , 
294 U. S. 240, 55 S. Ct. 407 (1935). Nortz v. Umted States, 294 U. S. 317, 65 
S. Ct 428 (1985). 
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strict sense, the compensatory spending is different from, pump- 
priming in that it may have to be continuous, becoming greater 
as the cyclical curve drops, reaching its maximum at the curve’s 
greatest depth, and less as it mounts until it is stopped when 
private investment is able or willing to handle the situation. It 
does not involve or assume the presence or existence of any 
multiple or acceleration principles effects; it only compensates 
for a pnvate investment deficiency, and does not multiply or 
accelerate spending power. 

The theory of compensatory spending may be graphically 
illustrated thus; 

EFFECT OF COMPENSATORY SPENDING ON THE 
BUSINESS CYCLE 


Y 



During the course of a cyclical recession, as indicated by x, 
y, z, on AB, the federal government will adjust its volume of 
expenditures according to its depths, ceasing entirely when the 
curve approximates a condition of full employment and maximum 
production. 

Compensatory spending by the federal government has been 
used many times to excellent effect. Cities, states, and the federal 
government have been urged, and they have often complied, to 
keep on “tap” great public building projects which may be used 
when recession occurs.® Of course, such spending has often had 


^Donham, W. B. Business Adrift New York. McGraw-Hill, Inc., 1931 
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other effects than compensatory, but these will be discussed later. 
WPA and PWA projects after 1933 were largely compensatory. 
To a considerable extent, relief, federal government investments 
in the railroads, insurance companies, and rehabilitation of in- 
dustrial concerns were to compensate for the depressed economic 
conditions. 

In 1933 to 1939, and later, the income of the farmer had be- 
come so low as seriously to affect his existence. The AAA® was 
passed by Congress in 1933, and, together with a parity program, 
prices and income were calculated to sustain his purchasing 
power.’ 

As a compensatory fiscal problem of the federal government, 
the agricultural price support or parity program has become very 
important.® When prices of what the farmer has to buy are 
generally lower than what he has to sell there is no burden imposed 
upon the government, but when price conditions are in the re- 
verse the Treasury must make up the difference out of general 
funds. It is obvious that parity of selling and buying of the 
farmer vary greatly, as the following table shows according to 
index numbers: 


INDEX PRICE OF FARM PRODUCTS AND PARITY 
ITEMS, 1910-1947 


Period 

Index Price of 
Farm Products 

Index Price of 
Parity Items 

1910-1914 

100 (Base) 

100 (Base) 

1920 

211 

202 

1921 

124 

165 

1920-1924 

151 

173 

1930-1934 

90 

135 

1935-1939 

107 

128 

Dec. 1946 

264 

213 

Dec. 1947 

301 

245 


'The processing tax of this Act was declared unconstitutional in United 
States V. Butler, 297 U. S. 1, 56 S. Ct. 312 (1936), on the ground that it invaded 
the reserved power of the States under the Tenth Amendment. 

^To recover those processing taxes collected after the tax provision of the 
AAA went into effect and before the tax provision was declared unconstitu- 
tional, Congress enacted the unjust enrichment tax. But the collections from 
this tax have all but disappeared from the 1949 Budget. 

^The Tax Remew, “P is for Parity,” by L. J. Norton, March, 1948. Vol. 
IX, No, 3. The Tax Foundation, 30 Eockefeller Plaza, New York, New York. 
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In the above table, during the period from 1921 to 1939 cover- 
ing the great depression, the index number of the prices of agri- 
cultural products was considerably under the index number of 
prices of what he had to buy. It was during this time that the 
federal government made enormous outlays to compensate for this 
deficiency. However, during the past three years since agricultural 
prices have risen so rapidly above what he has to buy, the parity 
expenditures of the federal government have all but disappeared 
except in a very few instances. During 1946-1949, the Agricultural 
index has climbed above 200 per cent whereas the commodity in- 
dex has risen about 84 per cent. 

In the Agricultural Adjustment Act of 1938, Congress defined 
parity price and parity income. In this Act, parity price is defined 
as follows: 

parity . . . shall be that price . . . which will give to the com- 
modity a purchasing power with respect to articles that 
farmers buy equivalent to the purchasing power of such com- 
modities in the base period. 

For the most part, parity price is determined by taking the 
five-year period from August, 1909, to July 1914, as the base. 
During World War II, this formula was used to determine the 
ceiling price of the farmer under OPA. 

While parity income has never been actually used. Congress 
also made provisions for it and defined it as follows: 

parity . . . income shall be that per capita net income to in- 
dividuals on farms from farming operations that bears to the 
per capita net income of individuals not on farms the same 
relation as prevailed during the period from August, 1909, to 
July, 1914. 

While the price parity program of agriculture has been the 
cause of great expenditures by the federal government, its effects 
have not been entirely satisfactory. It has been proposed that the 
use of an income parity to the farmer would be more equitable 
and feasible if based upon direct costs and payment to him includ- 
ing wages for labor, and computed upon a more recent base period. 

Multiplier Principle of Government Spending. The multiplier 
principle of government spending is the theory that a given 
amount of government expenditure on consumption at a particular 



264 


Public Finance 


[Ch. 11 


time will affect the national net or gross income by something 
more than the total outlay. 

It is an established fact that the secular trend of both the 
national income and expenditures of the federal government have 
been nsing for many decades. It is also an established fact that, 
at any particular time, the national net income of the United 
States has greatly exceeded the expenditures of the federal govern- 
ment, as is indicated by the following curve: 


federal iHpenditurei 
end notional Income 

tana -ISAS 

riscAL yeahs 



But it should be clearly understood that often a government 
expenditure intended only for pump-priming or compensatory 
purposes sometimes has further increment magnifying effects on 
the economy, especially on the national income. This increment 
increase or expansion effect of a given government expenditure 
may exhibit magnifying effects through greater personal consump- 
tion. This increase in purchasing power released by the govern- 
ment through wages, for example, will pass from hand to hand, 
before its effect is finally dissipated, and thereby greatly affect 
the volume of emplosmient. But, due to certain wastages, its 
increment effect grows less from time to time. Part of this expen- 
diture is diverted by the wage earner at a given time from the 
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income stream into idle balances, debt cancellation, and hoarding. 
If the desire of personal consumption were one hundred per cent, 
or simply unity, the cumulative effect of each dollar of government 
expenditure would be arithmetical. But due to wastage decre- 
ments, with a coefficient of say 10 per cent, the actual effect is 
from time to time less by that per cent until it theoretically dis- 
appears. (Thus 1.00 — .10 = .90; 90 — .09 = .81; 81 — 8.1 = 
72.90; etc). 

What these leakage decrements are depends to a large extent 
upon the stage in the business cycle, and the particular incidence 
of the expenditure. It is obvious that at its peak the decrements 
will be small ; at its trough, they may be much larger. In a country 
like England, it has been estimated that the leakage in a depres- 
sion may be as much as 50 per cent of that of the preceding period 
which means the expenditure in each successive period is reduced 
by half. In such case, an initial outlay by the government will soon 
dissipate itself. In the United States, this leakage decrement is 
estimated as low as 20 per cent so that the expenditure of each 
succeeding penod is at least four-fifths of the preceeding. The 
effect of a given government expenditure upon employment in 
the United States is vastly greater than in England. Of course, 
different expenditures have different effects upon this leakage and 
transfer; but this will be explained later. 

Acceleration Effect of Government Expenditures. A theoretical 
distinction should be clearly drawn between the multiple effect 
of a particular government expenditure when made upon private 
consumption and the effects if the same expenditure is made on 
production, although the two conditions may and usually do 
operate simultaneously. This latter is the acceleration pnnciple. 

The multiple effect of government expenditure works through 
consumption and is immediate and direct upon the national in- 
come. The acceleration pnnciple works through capital invest- 
ment and therefore its effect on the national income is indirect. 

The accelerating principle of an initial government expenditure 
operates exactly in the same way as the credit expansion in a 
single independent bank arising out of a single initial deposit. 

Government expenditures upon income-producing industries, 
such as the construction industry, may have an initial accelerating 
effect by increments propagated by a concatenation of time inter- 
vals from one cognate industry to another until an optimum point 
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of employment and production has been reached, after which it is 
slowly dissipated due to wastage decrements. As already explained 
these decrements may occur by diverting the sum from the stream 
income by payment of debts, hoarding, savings, etc. 

In a practical sense, the multiple and acceleration effects of a 
government expenditure will operate simultaneously, and spread 
by time intervals. It is reasonably safe to make the foregoing 
statements as facts as to their behavior, but to go beyond these 
points is to enter the realm of pure theory. 

Summary. The government budget has become something 
more than a mere collection of expenditures and sources of income 
to be submitted by the executive to the fund-raising and fund- 
granting body. It has become a political document for the purpose 
of control of the whole economy. It contains suggestions in regard 
to tax levies, lays out a policy of debt management and deficit 
financing, and may effect changes in the distribution of wealth. 

The state is an entity in perpetuity, and must be operated 
according to the principles of economics. It is a great business 
corporation and must observe the rules of costs in order to give 
to the tax payers en masse the maximum benefits of their contri- 
butions. Instead of furnishing certain services directly, the federal 
government has organized corporate entities such as the TVA to 
supply these needs. These corporate entities have issued to the 
investing public billions of dollars in preferred stocks, bonds and 
other securities which have been contingently guaranteed both as 
to principle and interest by the federal government. 

A complete, or multiple budget, should set forth expenditures 
of the legislative, executive and judiciary; of the economic and 
social purposes; of certain annexed budgets; and of capital expen- 
ditures. The capital aspect of the federal budget is probably the 
last part to be developed. It includes all expenditures for those 
physical investments, such as buildings, power dam projects and 
fortifications, which return utilities to the people over long periods 
of time. In some countries, such as Denmark, no distinction is 
made in their capital budgets between income-yielding and non- 
income-yielding physical investments; it is entirely a question of 
permanency. In other countries, such as Sweden, the capital 
budgets include only assets which are durable, remimerative and 
self-liquidating. 
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Governments today engage very extensively in borrowing, or 
deficit financing. This whole matter raises the question of balanced 
budget. Should the budget be balanced annually or cyclically? 
Since income and expenditures are seldom equal at a particular 
time, it may be necessary for the government to borrow to meet 
its outlays. It is generally agreed that, except for very short 
periods, and then only if it devises a definite program of repayment, 
a government should not borrow for ordinary services. It should 
only borrow on long-time bases for extraordinary emergencies 
such as war or construction projects. 

The budget may be so managed as greatly to affect the volume 
of employment and production. Expenditures may be made so as 
to have a pump-priming effect during a depression, which is 
calculated to start the economy on the road to recovery and 
expansion. The federal government, during the great depression 
from 1929 to 1939 attempted to use expenditures in this manner. 
It is extremely doubtful if they had any such effect. 

Budgeted expenditures may be used so as to fill m the gap as 
the depression grows deeper. During the great depression from 
1929 to 1939 the federal government did so make extensive expen- 
ditures and probably to an excellent effect. This one effect of 
expenditures is a proven fact. 

There is also the assumption that government expenditures 
on consumption have multiple effects, and public outlays on 
investments have accelerating effects on the national net income. 
These alleged affects are almost purely theoretical and hypotheti- 
cal and therefore dannot be regarded completely as established 
facts. That government expenditures, especially on selected 
income-producing projects, do have certain multiple and accelerat- 
ing effects on the national net income which are further reflected 
in employment and production seems reasonably certain, but care 
should be used that such effects be not overstated, at least until 
further data have been gathered to verify these assumptions. 

TEXT QUESTIONS 

1. The modem budget is more than a fiscal record. What else is it? 

2. Why must government and private finance be treated differently? 

3. Approximately how many taxmg units are there in the United 

States, and what are their rights? 



268 Public Finance [Ch. 11 

4. Criticize the government T.V.A. program from the point of 
view of private enterprise. 

5. Into what five general categories may the federal budget be 
divided for purposes of analysis‘s 

6. Describe fully how some operations of the government may render 
profits? 

7. Discuss fully a dual budget system. 

8. Describe types of government expenditures that should not be 
considered consumptive. 

9. How is the balancing of a government budget different from that 
of a private corporation? 

10. It is agreed that certain changes should be allowed under the 
capital budget What are these changes? 

11. Discuss the capital budget as used in Denmark. As in Sweden. 

12. Justify long and short term government borrowing. 

13. Discuss the fundamental purposes of government deficit spending 
during periods of depression. 

14. State the fundamental law of prices under competitive condi- 
tions, and the fundamental law of prices under monopoly 
conditions. 

15. Discuss fully the ‘"pump priming’’ policy of the 1930’s. Also 
discuss compensatory spending. 

16 What is the multiplier principle of government spending? What 
is the “acceleration effect”. 

17 In what manner should a government budget be balanced? For 
what periods of time? 

APPLICATION PROBLEMS 

1. During the period of recovery after the great depression of the 
1930s, can you point to any specific compensatory, multiple, or 
acceleration effects of government spending? In other words, 
can you offer any support for these theories that will show that 
they are more than mere suppositions? 

2. It has been said that the ideal economic situation is full employ- 
ment and complete utilization of the natural resources and means 
of production Do you think that government expenditures and 
a system of taxation could be so designed as to aid in achieving 
this ideal? Outline and explain such a program. 

3. Should a government budget itself with interest on its capital in- 
vestment? What is the consensus of opinion among government 
accountants not only in the United States but also in other 
countries? 
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RESEARCH TOPICS 

1. Take the most recent federal budget and determine to what 
extent it is an investment budget. Do you agree with the point 
of view that the budgets of the 1930s were really in balance when 
considered from the investment standpoint? 

2. Some economists advocate annual balancing of the federal 
budget. Others claim that it should be balanced cyclically. What 
are the mam arguments on both sides of this question? By re- 
ferring to the federal budgets during the past several years, can 
you show any relation between balancing and the cyclical changes 
in business? 

3. How are capital expenditures budgeted in your state? What 
fiscal policy does your state adopt in regard to obsolescence, de- 
preciation, and upkeep of public buildings and other public con- 
struction? 
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CHAPTER 12 

PRINCIPLES OF GOVERNIVIENT CREDIT 

It is desirable that governments finance all their activities and 
functions by taxation. However, there are times when public 
expenditures exceed tax income, and governments are forced to 
meet at least part of their obligations by borrowing. In one sense, 
public credit may be regarded as an additional source of income, 
to be used only when increased taxation is not economically 
feasible. On the other hand, public borrowing is merely deferred 
taxation, because at some time in the future the people will be 
required to make contributions out of their private incomes to 
liquidate these government obligations. It is not always easy to 
differentiate between good and bad uses of public credit, or be- 
tween necessary and wasteful expenditures. But since all grades 
of modern governments make such extensive use of borrowing to 
meet at least part of their current expenditures, it is indispensable 
that the nature and principles of public credit be understood. 

Nature and Uses of Public Credit. Since very early times, 
governments have supplemented their incomes by means of public 
borrowing. Early rulers of European countries often exacted loans 
from their subjects by compulsion, only later to repudiate their 
obligations. Certain early English kings borrowed from their 
Jewish subjects, only to banish them from the kingdom to avoid 
paying these loans. Under these conditions, it would be improper 
to associate the term public credit with such transactions, because 
public credit at present refers to the pledging of the good faith 
and resources of aU the people for the repayment of their public 
debts. The development of public credit in the modern sense 
awaited the growth of constitutional and democratic forms of 
government when the people had acquired some measure of con- 
trol over the volume of taxation and of the purposes for which 
expenditures were made. 

Quesnay (1694-1774) and his contemporaries, of France, 
writing about the time of the French Revolution, contended that 
as a government accepted democracy, and thereby came under 
the control of its people, its expenditures would decrease and its 

270 



Ch. 12] 


Principles op Government Credit 


271 


taxes would become more equitable. But in the first assumption 
they were wrong because when the people spend for their own 
benefit they are likely to use such privilege very lavishly. 

Some modern authorities contend that the use of public credit 
has resulted m a step away from popular control of governmental 
fiscal affairs Under ordinary circumstances, it has been claimed 
that when government is financed by taxation its people will have 
and will exercise some check upon public spending because tax 
demands affect them so directly. On the other hand, any govern- 
ment whose expenditures are met by loans may, for a time, ad- 
minister the financial affairs independently of those who must 
finally settle the account. 

In the light of modern practice there seems to be a measure of 
truth in these contentions. During the period from 1933 to 1939, 
many local governments were virtually bankrupt, and not a few 
states were in default on their obligations because of excessive 
borrowings. At that time, the debt of the federal government was 
mounting steadily, partly because it could be increased without 
the direct consent of the people, and partly because it seemed to 
be an easy means by which purchasing power could be raised for 
public spending. 

The ease with which public credit may be used has lulled 
many a governmental unit mto a state of financial chaos and ul- 
timate inflation. It is quite eertam that, when a proposal to make 
large governmental expenditures is submitted to the people for 
authorization, if each voter were required to include his propor- 
tionate contribution of the outlay along vnth his ballot, many 
projects would fail at the polls. But as it is, when the voter is 
asked to authorize a public loan, such loan does not immediately 
affect his income or savings. The ultimate tax burden, if the tax- 
payer takes the matter into consideration at all when he votes for 
its authorization, is so remote that it becomes of little importance 
to him. This tendency to discount the future has encouraged 
extravagant expenditures by democratic governments, supposedly 
out of an apparently inexhaustible supply of easy public income. 
Such spending is economically unsound and often becomes fan- 
tastic and wasteful. 

Principles of Public Credit. Credit in general may be defined 
as the right which one acquires to enjoy a good or service at some 
particular time with the privilege of paying for it in the future. 
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Public credit is a branch of credit in general and refers to the 
ability of a government to borrow, usually from its own citizens, 
with a promise to pay at a later time. There is, therefore, only a 
technical distinction between private and public credit, and both 
are founded upon trust, confidence and good faith which the 
creditor has in the promise of the borrower to meet obligations 
as they fall due Public credit may involve any one or more of 
several types of negotiable or non-negotiable instruments, which 
will be discussed later along with the forms of the public debt and 
the problem of collateral security 

Governments enjoy a credit rating in much the same way as 
do individuals and private corporations. In determining the 
credit risk of the borrower, the lender usually takes into considera- 
tion such conditions as character, capacity, and capital. In the 
case of a government, character refers to the integrity and willing- 
ness of the people and of the administration to meet their obliga- 
tions as they come due. In dealing with a sovereign power, the 
creditor is usually at a distinct disadvantage, because the debtor 
can only be held to a moral obligation Federal and state govern- 
ments may be sued only with their consent;^ moreover, only under 
certain circumstances may court actions be brought against local 
units, either for debts or tort liability. 

Concerning the use of public credit and the safety of govern- 
ment securities. Professor H. C. Adams has left a classic discussion 
of these subjects in these words: 

Quite a number of facts are implied in this statement that 
a government bond is a form of commercial paper, and that 
it is drawn as a contract between a borrower and a lender of 
capital, for, although the form of public credit is the same as 
that of private credit, its life or its character is essentially 
different. In the first place, although the transaction is in the 
form of a private contract, it cannot be overlooked that one 
party to the contract is a government invested with sover- 
eignty, while the other is an individual vested with the rights 
of private property; from which it follows that the security 
which underlies a public bond, and without which it can 
possess no value whatever, is different from the security that 
underlies ordinary commercial paper. Confidence in a private 
bond is due to the fact that it is a mortgage as well as a note; 
that IS to say, the contract gives the lender the right to enter 
^Such consent has been provided by Act of Congress, to sue the federal 
government, together with appropriations to pay the claims. The Court of 
Claims which sits m Washington has been constituted for hearing and allow- 
ing these claims. 
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into the possession of some definitely described property in 
case the borrower fails to meet his obligation. The holders of 
railway bonds, for example, can seize the property of the road, 
or of such portion of it as is mentioned in the bond, if the 
corporation fails to make payment of interest or of principal 
according to the terms of the contract. The lender m this 
case finds this security in the contingent ownership of a specific 
piece of productive property. 

There can, however, be no such security in the case of 
public bonds, for the State, although a party to a commercial 
contract, is at the same time a political sovereignty, and for 
that reason cannot be approached by any of the ordinary legal 
processes. This explains why a public bond is not commonly 
drawn as a mortgage but as a simple promise to pay; and, 
except when very weak or semi-barbarous states borrow 
money, the addition of the mortgage clause would not increase 
the confidence which a lender might feel that his money is 
safely invested. The State, being sovereign, cannot be sued 
except under conditions which it itself prescribes, and even 
then, since there is no one higher in authority than itself, it 
must be the judge in its own case. 

Upon what, then, rests the confidence of the public that 
money loaned to the government is well invested? The answer 
to this question is a simple one. A modern State is obliged to 
maintain its credit in order to retain its influence. The differ- 
ence between three per cent and six per cent in the ability of a 
government to borrow money is the difference between 
strength and weakness. An army may be defeated, warships 
may be destroyed, but as long as resources are abundant and 
at the command of the government at reasonable rates, that 
government may still retain its influence in the councils of the 
nations. It is the instinct of self-preservation which causes a 
public minister, jealous for the power and dignity of the 
government he represents, to be solicitously anxious that all 
public agreements should be strictly and even generously 
fulfilled. It IS the importance of public credit to the State, 
taken in connection with the difficulty of its establishment 
and the ease with which it may be shattered, that is the basis 
of the confidence of lenders in the promises of a government. 

The reasoning upon which this conclusion rests is the same as 
that which leads a banker to regard a bill of exchange as the 
safest of all ordinary investments Such bills must be honoured 
at maturity, or the man against whom they are drawn cannot 
longer continue in business.^ 

Capacity raises the question of the uses or purposes to which 
borrowed funds are, or have been, put. Credit may be usefully 

-H. C. Adams, The Science of Finance (New York: Henry Holt and 
Company, 1899), pp 618-519 Quoted by permission of the publishers. 
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and productively employed, thereby rendering the financial posi* 
tion of the borrower more certain, or it may be put to wasteful 
and imeconomical purposes, thereby impairing the debtor’s ability 
to pay. Credit may be used as a means for the direct creation of 
wealth by acquiring or creating capital goods which represent an 
addition to the total social wealth of the community. Such goods 
may be expected to 3 deld a tangible or intangible return in the 
future. 

Governments invest heavily in expensive buildings, internal 
improvements and public works, which are both socially ad- 
vantageous and productive, though they may yield no monetary 
return in dollars on the invested capital. More recently, federal, 
state and local governments have been making investments that 
may be regarded as commercial undertakings, as, for example, 
loans to the railroads, to various commercial enterprises, to 
farmers and to home owners. In certain cases, as that of aiding 
defunct banks during the bank holiday of 1933 to about 1937, the 
federal government took preferred stocks specially issued to the 
Government as collateral to guarantee the loans. These loans by 
the federal government are expected to be repaid with interest 
sometime in the future. Various power projects built by the 
federal government, of which the Tennessee Valley Authority is 
an illustration, represent a heavy capital investment upon which 
a return may be expected ultimately. 

Economic Usefulness of Public Credit. Authorities differ with 
respect to the purpose for which public credit should be used, and 
as to the proper time for making loans. It has been stated that 
the usefulness of public credit depends upon the manner in which 
borrowed funds are invested. It is a general rule that public 
credit should be used only to supplement the current income of the 
state after the various taxable sources have 3 delded all that may 
be economically expected of them; and never in their stead. Public 
credit should be used as a source of funds only when the financial 
burden becomes too great for the immediate and current income 
to handle. 

Even in normal times, government expenditures and revenues 
do not run parallel for any considerable period of time. At times, 
one may exceed the other. Thus, the ideal fiscal system of a 
government is not a continuing deficit or a surplus, but a periodic 
alternation between these two fiscal conditions. The proper use 
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of credit is to take care of these temporary variations between 
surplus and deficit. 

A deficit may be caused by an unforeseen shrinkage in income, 
due to general business depression, with the expectation that 
with recovery it will turn into a surplus of revenue. Under such 
circumstances, it is quite legitimate for the state to borrow on a 
short-time basis to meet temporary deficits, with the expectation 
of liquidating these obligations as improved business conditions 
3neld a surplus. In other words, government economists have 
learned that during normal times the surplus-deficit procedure 
has proved the most economical method of administering the 
fiscal affairs of a government. 

At times, however, the deficit may be something more than 
a mere temporary fiscal condition, as for instance, a deficit due 
to a great catastrophe, such as a war, or a prolonged business 
depression. Under such circumstances governments may be 
forced to use their credit to a large extent, making loans on a 
long-time basis. But for ordinary running expenditures govern- 
ments should be very sparing in the use of their credit; otherwise, 
an inflation of prices might develop. 

Avoiding Deficits. According to the foregoing discussion, 
government deficits may result from, first, temporary excess of 
expenditures over current revenue; second, sudden and unforeseen 
emergencies; and, third, the state’s desire to engage in commercial 
enterprises. 

The practices of governments have evolved several methods 
by which deficits may be either reduced or entirely avoided. In 
the first place, governments have attempted to reduce expenses. 
The federal government has recently been effecting certain econo- 
mies by reducing its personnel, by a reorganization of its depart- 
ments and by numerous other methods. But do what it may, no 
substantial reduction of ordinary government expenditures has 
thus far been effected by these means, and no great amount of 
decrease is anticipated in the future. It is not always possible to 
reduce many expenditures, at least beyond a certain point, be- 
cause of the danger of interfering with the efficiency of govern- 
mental operations. 

Another method of reducing expenses is by the discontinuance, 
or temporary suspension, of certain functions. But this method 
also has obvious limitations because there is always a certain 
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irreducible number of operations which a government must per- 
form to justify its existence. The rule of public expenditures 
seems to be that governments are not only continually performing 
old services in a more elaborate and extensive manner, but they 
are constantly adding new ones to the list. Experience has shown 
that it IS comparatively easy, especially during good times, for a 
government to assume new functions, but once these have been 
added it becomes very difficult, if not impossible, even during a 
period of depression, to drop any of these services. In fact, during 
depressions, it often becomes increasingly necessary for govern- 
ments to augment certain public expenditures. 

Possibly one way of avoiding deficits is to increase the state’s 
revenue by tapping new sources of income, or by increasing the 
yield from the present system of taxes. But either one or both of 
these methods may not be feasible or desirable because, in the 
first place, it is not always easy to find new sources of revenue 
which, when employed, would do equity among taxpayers. Gener- 
ally, it is not difficult to devise new taxes, but the question arises 
as to whether they can be imposed without doing injustice to 
certain groups, or bringing positive injury to the economic proc- 
esses as a whole. In the second place, it may be still less desirable 
to increase the rates on the old taxes because of the economic 
damage which may be imposed on the processes of production, 
consumption and the distribution of the national income The 
question of new taxes or additional rates are possibly two of the 
most difficult problems before Congress when this body periodi- 
cally comes to enactment of a new Revenue Code. 

If the excess of public expenditures over current revenue seems 
to be a condition that may be expected to continue for an in- 
definite period, governments may find it necessary, as the lesser 
of two evils, to resort to any or all the methods just discussed to 
increase their incomes. 

Occasionally, governments have accumulated reserves upon 
which they may draw in times of need. Several serious objections 
may be raised to such a fiscal policy. In the first place, the accumu- 
lation of a reserve means that at some time in the past a higher 
tax was imposed than was needed to meet current expenses. The 
effect of this excess levy was the withdrawing of purchasing power 
from the channels of manufacturing and commerce. In general, 
hoarding by the government is indefensible. It is a practice which 
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should be followed only under the most extreme conditions be- 
cause of its depressing effect upon the economy. In the second 
place, the presence of a reserve is always conducive to wasteful 
spending. The legislature is always tempted to use this fund for 
some “emergency,” or to “borrow” it with the expectation of 
future replacement; and of course it is never “repaid.” Then, too, 
a reserve is not usually kept in cash or perhaps in immediately 
cashable items, but it is shifted from one form of investment to 
another until it becomes a “frozen” asset, which often destroys 
its usefulness as a reserve. Today, governments seldom resort to 
the accumulation of a reserve to provide funds for the unforeseen 
expenditure, whether for an anticipated deficit or for an expected 
emergency. Governments frequently do create sinking funds. 
These are usually earmarked for some particular purpose and 
should not be confused with the term “reserve.” The use of 
sinking funds vnll be discussed presently. The experiences of the 
federal government in regard to deficits and surpluses is shown 
by the following curve: 



The first deficit occurred in 1931, but it did not reach large pro- 
portions until 1939 when a shift was made to war preparations. 
Since 1947, an increasing surplus has been accumulating. 

The usual and most acceptable procedure today, when public 
expenditures exceed current income, is for the government to 
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provide the difference by resorting to certain more or less com- 
plicated methods of borrowing now to be discussed. 

Public Debt Duration. Public borrowing is a means of supply- 
ing the government with immediate purchasing power for an 
emergency, thereby permitting the distribution of these extra- 
ordinary expenditures among the taxpayers over a period of time. 
Taxpayers are assessed immediately for interest charges, and for 
an amortization, or sinking fund — if such means of ultimate 
repayment is adopted. These funds usually amount to about 
five per cent of the total debt. Such loans may be floated as long- 
term or as perpetual obligations. The perpetual debt has no fixed 
maturity date for the payment of the principal. The only periodic 
charge upon the expense of the state for the perpetual debt is for 
interest. This type of debt has never been used in the“United 
States, except in the form of irredeemable paper issues, as the 
greenback or the United States Note, although it is commonly 
found among many European countries 

The obvious advantage of a debt without a date of maturity 
is that the state can never be in default of payment of the princi- 
pal. But, unfortunately, this device might be an inducement to 
over-borrow and a source of extravagance and inflation. The 
long-term debt usually carries a maturity date of five years or more 
and, except for interest charges, imposes no immediate financial 
burden of repayment upon the taxpayers. Interest charges must be 
considered as additional costs above what the total would have 
been if the government outlay had been financed by an immediate 
tax levy. If the rate of mterest were, say four per cent, the debt 
would be doubled in twenty-five years, not compounded. At 
present, the annual average interest rate is about 2 per cent, which 
makes the total budgeted service charge on the federal debt 
approximately five billion dollars ($250,000,000,000 x. 02 = 
$5,000,000,000). This is a greater sum than is being spent by the 
federal government for all ordinary purposes in the United States. 
Governments have been attempting to reduce these debt service 
charges, either by offering less interest on their loans, or by calling 
in their obligations and by reissuing them at lower rates of interest. 
England has recently reconverted its public debt at a much lower 
rate of interest. 

Governments often find it convenient, and sometimes neces- 
sary, to make temporary or short-time loans. These may have 



Ch. 12] 


Principles op Government Credit 


279 


maturity dates running from a few days to several months. They 
may arise, first, because of a temporary decrease in revenue, or a 
temporary increase in expenditures; second, in order to secure 
funds in anticipation of taxes not yet due; and, third, because of 
some item which was inadvertently omitted from the budget. 
Loans of this character make it possible for governments to 
smooth out temporary discrepancies between income and ex- 
penditures, thus making it possible to keep the expenditures and 
income of government in close adjustment. 

Governments now use extensively what might be called inter- 
mediate loans. These obligations usually have a maturity date of 
from one to five years. This class lies between the so-called long- 
and short-time loans. Here, the chief purpose is to afford a 
temporary means of securing funds in anticipation of consolidating 
the entire obligation mto one loan issue. This method is quite 
generally used by governments during wars or at other times when 
large sums are needed. When this method is used, a series of 
short-time loans is made, and later, when the interest rates are 
more favorable, these obligations are consolidated into one long- 
time issue. England has used this procedure quite generally, 
giving rise to the English Consolidated Loans, or the English 
Consols. The federal government used this method of financing 
large borrowings during World Wars I and II. 

Another type of income which, although of little comparative 
importance today, yields something to a few European govern- 
ments, is the annuity. Arrangements may be made whereby an 
individual may turn over to the government either cash or prop- 
erty, to be invested or used by government, in return for which 
the individual receives a fixed income for life. At the death of the 
beneficiary, or even earlier in some cases, the government acquires 
full ownership to the property, and, of course, to all the future 
income. Until the present time, the use of this practice has been 
unknown in this country, although it has been used in England for 
many years. Since the introduction of the old-age pension system, 
a few states have made arrangements to take title to the homes of 
aged people who are no longer able to support themselves, and to 
pay a certain monthly income until the amount paid is equal to 
the value of the real estate. This method merely provides a means 
of old-age assistance, and should not be classed as a form of 
income to the state. It is scarcely an annuity in the strict sense 
of the term. 
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Mention should be made of the importance which public loans 
may have to the private economy. As a rule, government bonds 
represent the safest form of investment; their yield is often known 
as the non-risk rate of return or the non-risk rate of interest. They 
are bought by those to whom safety of investment is more im- 
portant than large returns, by recipients of fixed incomes, by 
savings banks, by insurance companies, by pension and trust 
funds, and by the wealthy who are anxious to invest in securities 
the income of which is partially and sometimes even entirely 
free from taxation. 

Government bonds also represent one of the most liquid forms 
of assets that may be possessed. The federal government makes 
certain that there is always a market for its bonds. The Federal 
Reserve Board or Board of Governors and Federal Reserve Banks 
may buy and sell government bonds in open market operations 
thereby regulating their market price. 

Financial institutions, such as banks and insurance companies, 
and private individuals find it convenient to invest part of their 
funds in such readily cashable assets. Large corporations fre- 
quently invest their reserves, depreciation and obsolescence funds, 
and money put aside for future tax payments, in government 
bonds. This privilege is also particularly valuable to the small 
bank which, from time to time, has small sums of redundant funds 
to invest, and demand obligations which it must be able to meet 
in cash. In this country, certain federal bonds are used as collateral 
security behind Federal Reserve Bank notes, and were also used 
to guarantee the National Bank notes until provisions were made 
for their retirement a few years ago. The National Banks now 
maintain lawful cash reserves behind the notes yet outstanding 
for their redemption. 

Forms of Public Debt. There are various motives which induce 
people to lend to their government. Compulsory loans have 
already been mentioned, but this method has never been used in 
this country except possibly through the issue of the greenback 
made legal tender. In many cases, people invest in government 
bonds for purely patriotic reasons. During World War I in 
1917-1918 people purchased three and a half and four per cent 
Liberty bonds to help win the war, when they could have had 
twice that return by investing in industrial enterprises. 



Ch. 12] 


Principles op Government Credit 


281 


In most cases, government borrowing should be on a strictly 
business basis, notably by the offer of attractive rates of interest. 
At present, government borrowing is extremely easy because 
money is plentiful, and other desirable investments are difficult 
to find. 

Before discussing the various forms of public debts, it should 
be said that it is not a matter of indifference to the government 
as to the choice of credit instruments to be used or their maturity. 
There should be a proper balance of issues so that the government 
will be able to appeal to various types of investors, and to dis- 
tribute its obligations so that they will fall due at convenient 
times. Governments, like individuals and corporations, try to 
arrange their debts, as far as possible, so that they can be met at 
intervals throughout the period of the loan. In 1931-1936, 
maturities were widely distributed to cover a period of twenty-five 
years. Of the total outstanding debt at the end of 1936, arrange- 
ments were made for only eleven per cent to fall due in any one 
year. However, borrowing to meet the needs of a war or of other 
great catastrophe often upsets an orderly arrangement of ma- 
turities and their distribution among various types of credit 
instruments. 

Types of Federal Securities. While, at this point, it is not the 
purpose to enter into a lengthy discussion of the various securities 
of the United States Government, a brief mention of their char- 
acter will explain the present composition of the federal debt. Of 
the various securities that were issued or reissued prior to World 
War I, the three per cent Panama Canal Bonds of 1961, the 
two and one-half per cent Postal Savings, redeemable at 100 after 
one year from date of issue, and the three per cent Conversion 
Bonds of 1946-47 have been retired. The Panama Bonds were 
originally issued to build the canal. The Conversion Bonds repre- 
sent reissues chiefly of the old two per cent Panamas. 

The United States Treasury Bonds represent the long-time 
debt of the federal government. The interest rates of the various 
issues range from two and one-half to four and one-fourth per cent. 
The period outstanding is from about fifteen to thirty years. 
During the last two decades, the market prices of the various 
issues of Treasury Bonds have ranged quite widely. In the latter 
part of 1931, and during the first few months of 1932, every 
security in this class dropped below par, some as much as seventeen 
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points. This was the period when the country was rapidly sinking 
into the depths of the depression. Since the middle of 1932, the 
market price of United States Treasury Bonds has mounted 
steadily until in 193&-37 they attained a new high level. It is 
interesting to note that, during the first part of 1937, the market 
prices of long-term bonds and short-term obligations moved in 
opposite directions, the long-time bond moving up more rapidly. 
Institutions, such as banks and insurance companies, concentrated 
on these long-time obligations as one of the safest of mvestments, 
which probably explains this behavior. This demand was one 
factor which caused bond prices in general to rise. During de- 
pressions, investors usually prefer credit investments, such as 
bonds, to proprietary paper, such as stocks; whereas, during 
prosperity the reverse may be true. 

To show how closely United States Government securities are 
tied to general economic conditions it is only necessary to recall 
what happened during the spring of 1937. The general commodity 
price level was rising so rapidly at that time that government 
officials in Washington became concerned about the possibility of 
an over-expansion of credit. This caused the Board of Governors 
of the Federal Reserve System to announce on January 30, 1937, 
that member bank reserve requirements would be increased by 
331/^ per cent, the full amount permitted by the law at that time, 
half the increase to be effective on March 1, 1937, and the re- 
mainder on the first of the following May. 

No disturbance was anticipated in the general money market, 
but the shock of such drastic reduction of surplus balances proved 
to be unexpectedly severe. The elimination of the major part of 
these reserves, at a time when a large increase in the demand for 
commercial loans was expected, caused many banks to dispose of 
government securities in order to build up a supply of funds to 
meet these new reserve requirements. This wholesale dumping of 
securities on the open market brought the price of Treasury Bonds 
down to a level which was more than five and one-half points 
lower than had prevailed earlier in the year. 

To sustain the market of government securities, and to check 
their downward trend during the second half of 1937, the Open 
Market Committee of the Federal Reserve Board, now Board of 
Governors, announced on April 4 of that year that Reserve Banks 
would begin buying United States Bonds in open market. On 
September 12, 1937, at the request of the Federal Reserve Board, 
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the Treasury desterilized $300,000,000 of inactive gold. This 
released additional funds which could be used as a credit base. 
These two steps were sufficient to renew the demand for govern- 
ment securities, and all long-term Treasury Bonds substantially 
recovered. 

Largely for the purpose of appealing to the small investor, 
another type of government obligations was issued. On February 
4, 1935, an amendment to the Second Liberty Bond Act was 
approved which authorized the issuance of United States Savings 
Bonds. This Act provided that each bond be issued at a discount 
to mature in not more than ten years. These bonds were issued 
in amounts of $25, $50, $100, $500, and $1000 maturity values, 
and were intended to appeal primarily to persons with only small 
amounts to invest. These bonds were sold at 75 per cent of their 
maturity value, and may be redeemed at any time after sixty 
days from date of issue. 

Section 22 of the Second Liberty Bond Act provided that it 
shall not be lawful for any one person to hold at any time Savings 
Bonds issued during any one calendar year in an aggregate amount 
exceeding $10,000 maturity value. Bonds held as a trustee, or as 
a fiduciary, or in which the one in possession had only a future 
interest, were not to be included in the above aggregate amount. 
These bonds were not negotiable, and were not callable prior to 
maturity. For tax purposes, the difference between the purchase 
price and the redemption value, whether at or before maturity, 
was considered as income. 

Another type of government security was the Adjusted Service 
Bonds They were issued to veterans of the United States in the 
first World War m payment of amounts due on Adjusted Service 
Certificates. They were exempt, both as to principal and interest, 
from all taxation, except estate, inheritance and gift levies. 

United States Notes (not the greenbacks) are used chiefly as 
an intermediate source of funds. Maturity dates range from one 
to five years. The interest rates are usually much lower than on 
bonds. They make excellent tax anticipation purchases, and 
many business concerns take advantage of this opportunity. 
Treasury Notes differ from bonds chiefly in that they are issued 
on short maturity. 

The present debt of the United States also includes Treasury 
Bills. These were first legalized in this country by Congress in an 
amendment to the Second Liberty Bond Act in December, 1929, 
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as a medium for raising temporary loans. Treasury Bills are a 
promise of the federal government to pay a definite sum of money 
on a certain date. They are issued in convenient denominations 
of $1000, $10,000, $100,000, $500,000, and $1,000,000, and are 
especially attractive to the large investor on Wall Street. They 
are bought and sold only on a discount basis. These bills are 
offered by the Treasury for competitive bidding which insures a 
better reflection of the money market than if a discount rate were 
fixed in advance. The difference between the amount at which 
these bills are bought and their face value represents the interest 
on the investment, or profit, to the investor. This type of security 
has proven to be a very valuable credit instrument both to the 
federal government as a quick means of raising revenue and as a 
good investment to the short-time lender. 

Under the provisions of the Gold Reserve Act of 1934, the 
Treasury was authorized to issue obligations of the United States 
Government on a discount basis which had a maturity not to 
exceed one year from date of issue. In the past, these bills were 
issued only for 30, 60, or 90 days, although 182- and 273-day 
periods seemed to have been preferred. 

The use of Treasury Bills gives both money market and in- 
vestors a greater variety of short maturities. Treasury Bills are 
particularly attractive to large taxpayers, especially when the 
dates of payment of their taxes do not fall at particularly con- 
venient times. They may invest in these bills and later turn them 
over to the government in payment of taxes. These bills usually 
sell on the market at a low discount rate They are used exten- 
sively by individuals and corporations for other than investment 
purposes. Under an Act of February 4, 1935, which amended the 
Second Liberty Bond Act, the face amount of Treasury Notes, 
Certificates of Indebtedness and Bills was not to exceed in the 
aggregate $20,000,000,000 outstanding at any one time. This 
law is still in effect. 

Still another type of credit instrument which a government 
may use in supplementing its income is the Treasury Tax War- 
rant. This device is used when available funds have been tempo- 
rarily exhausted, or when appropriations are not yet available. 
Local governments have used this type of credit instrument very 
extensively. The tax warrant is an order, not dissimilar to that of 
a check, which is drawn on the Treasury. It is drawn by an 
authorized official, and is used to pay current expenses of the 
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government. When issued, it is understood that there are no 
funds in the Treasury to pay it, and that it represents a claim 
upon future tax levies. When the credit of the government is 
good, these warrants are likely to circulate freely at or above par 
among the members of the community. They may even be sought 
as investments by banks and individuals In many cases, they 
are the only means by which the local government may pay wages 
and salaries to its employees or other creditors. In this manner, 
they represent a forced loan upon such creditors. During the great 
depression from 1929 to 1939, many local governments were 
forced to pay school teachers and other public officials in tax 
warrants. In many cases, these tax warrants were received by 
local merchants and banks at a considerable discount which 
condition was tantamount to an enforced reduction in wages. 

The principal danger in the use of warrants, or of certificates 
of indebtedness, is that since they are issued in anticipation of 
taxes yet to be paid, next year's income may be spent in advance. 
Taxpayers are usually permitted to present these warrants in 
lieu of payment of taxes in money. The government may there- 
fore find itself in possession of cancelled credit instruments without 
funds to meet current expenses. In that event, governments are 
forced either to issue new warrants or to borrow. This pyramiding 
of debts sometimes bringjulocal units into financial difficulty. 

Government Borrowing and the Banks. Practically all the 
important banking systems of the world were created principally 
for the purpose of lending financial aid to their governments during 
great emergencies. The Bank of England was organized in 1694 
to aid the king of England in financing foreign wars; the Bank of 
France was created in 1800 by a decree of Napoleon to help him 
in his conquest of Europe; the Reichsbank was organized in 1875 
to aid Germany in reconstruction after the Franco-German War of 
1870-71. 

In general, banks may render this aid by (1) making short-time 
loans to the government, (2) acting as fiscal agents for the sale of 
government bonds and other securities, (8) serving as government 
depositories, and (4) issuing paper money. Each of these methods 
should be carefully differentiated as to their political and economic 
effects. 

England has perhaps developed the technique of short-term 
borrowing through banks further than any other country in the 
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world. The Bank of England makes two kinds of loans to the 
government, which, in technical terms, are known as bank ad- 
vances, and ways and means advances. The bank advance is a 
loan to cover temporary deficiencies which may arise out of debt 
charges. In this case, when it is a matter of short-term borrowing 
to meet interest and other charges on public debt, the Treasury 
has the authority under a permanent statute to secure such loans 
But if the deficit arises out of ordinary departmental operations, 
and a loan known as ways and means advance is needed, the 
Treasury must either find authority in the appropriation acts, or 
ask Parliament for specific approval. In either case, only the 
amount that is necessary to meet the immediate need may be 
borrowed. Under no circumstances are these loans to result, 
either directly or indirectly, in a permanent addition to the public 
debt. This explains why they must be made only in amounts that 
can be liquidated out of current income, and definite plans to this 
effect must be made when the loan is floated. 

For many decades, the English government has used the 
Treasury Bill as a means of securing short-term loans. At present, 
these bills may be issued for periods not to exceed one year. They 
are employed to raise funds to meet temporary deficiencies. They 
do not carry a definite rate of mterest. The income to the investor 
depends upon the discount at which he is able to buy these instru- 
ments. If authorized by Parliament, these Treasury Bills may be 
renewed and thus in effect become part of the permanent debt. 

The Exchequer Bond is also an important credit instrument 
which has been used extensively by the English government, 
especially to finance certain capital expenditures. Exchequer 
Bonds were issued in connection with the acquisition of the 
British telephone system, and also when the coal mines were 
nationalized. The recent nationalization of the Bank of England 
was accomphshed by the government’s purchasing the stock. 
During World War I, Exchequer Bonds were used to a limited 
extent to supplement other sources of income. 

In the United States, the Federal Reserve System serves, 
among other functions, as fiscal agent for the government in the 
flotation of loans and the sale of securities, and as a depository of 
public funds. As a matter of practice, the Secretary of the Treas- 
ury, under the authority of the President, decides upon the terms 
and conditions of the loans, within the limits fixed by Congress. 
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He then refers the matter to the Federal Reserve Board, now the 
Board of Governors, which, in turn, apportions the amount 
among the twelve Federal Reserve Banks and their members. 
The investing public and finance houses usually acquire their 
securities from these member institutions Later these bonds are 
prmted and distributed. 

In the United States, the first and second Banks of the United 
States were organized, respectively, in 1792 and 1816 to act as 
depositories of the federal government, to handle the national 
debts and to issue sound paper currency. During the Civil War, 
the National Banking System of 1863 was specifically organized 
to aid the federal government in the sale of its bonds. The inau- 
guration of the Federal Reserve System was expedited in 1913 
and 1914 in anticipation of World War I which at that time 
seemed inevitable. Nations today are dependent upon their 
banking systems to such extent that, without this support their 
fiscal requirements could hardly be met. 

Because the banking systems of the United States perform 
such important part in public debt management it is to be ex- 
pected that a large part of the federal securities will be held by 
the various individual banks as investments The chart on page 
288 shows the public debt by tsqie of holders, among which are 
Federal Reserve and commercial banks 

Debt Redemption. Except those debts that are permanent, 
all obligations of the government must some day be liquidated. 
Governments may meet their debts, first, by delivering cash to 
holders of bonds when they fall due; second, by going into the 
open market and buying their own securities; third, by conversion; 
and, fourth, by creating a sinking or reserve fund. 

It is needless to say that if the government is to redeem its 
obligations in cash as they fall due, there must be a surplus of 
revenue over expenditures. As a rule, this method of debt pay- 
ment is followed ; wherever possible it is the most desirable method. 

At times, a government may retire its issues by purchasing its 
obligations in the open market. But, as a rule, this is advisable 
only when its bonds are selling below par. At such times, a govern- 
ment may buy its own debt obligations for the purpose of strength- 
ening or sustaining the market. It then becomes necessary to 
watch the market carefully and to buy at the proper time. 



288 


Public Finance 


[Ch. 12 



Bif/MK *t m 


In most cases, the federal government will receive its own 
obligations at face value in payment of taxes. When security 
prices are favorable, businessmen often take advantage of this 
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opportunity. Some years ago, when foreign governments were 
making payments on their war debts, they seized every oppor- 
tunity to purchase United States bonds at a discount, which 
they later delivered to this government as a means of payment. 
When England was paying on its World War I debt, a special 
agent was kept in this country to watch the United States bond 
market and to make purchases when any could be had below par. 

As a general rule, many governments issue their bonds in 
series. In this manner, arrangements are made for portions of the 
total issue to fall due at stated intervals. Practically all Treasury 
Bonds and Notes of the United States are now issued in this form. 
The practice of serial bond redemption is not uniform among all 
governments, and the procedure may vary according to the cir- 
cumstances of each particular case. The idea of the sinking fund 
as a means of debt redemption has been widely entertained in 
this country. It was first theoretically considered by Alexander 
Hamilton soon after the Revolutionary War as a means of passing 
the debt which grew out of that struggle. But the sinking fund 
was not seriously put into actual practice until the Civil War 
when the law provided that the gold coin received as duties on 
imports should be applied, first to the interest on the public debt, 
and, second, to the redemption of one per cent of the total out- 
standing bonded obligations of the United States. The Funding 
Act of 1870 merely eliminated the use of interest on redeemed 
bonds for redemption purposes, but otherwise left the annual 
purchase provision of the Cml War law unchanged. 

The present cumulative sinking fund was created in the 
Treasury by Section 6, Subdivision (a) of the Victory Loan Act 
on March 3, 1919, with later amendments. It provided for the 
retirement of all obligations which had been issued under the 
various Liberty and Victory Bonds Acts and which were yet out- 
standing on July 1, 1920, and for all securities subsequently 
floated. According to these provisions, the average cost of the 
bonds and notes purchased was not to exceed par and accrued 
interest, and they were to be canceled and retired and not re- 
issued. Beginning with July 1, 1920, there was to be appropriated 
each year an amount of money for this sinking fxmd equal to 
two and one-half per cent of the face value of all bonds and notes 
outstanding on this date, and also for the interest which would 
have been payable during the year on the bonds and notes pur- 
chased or redeemed. 
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Section 308 of the Emergency Relief and Construction Act of 
1932 provided that for each fiscal year beginning with July 1, 1934, 
“there shall be appropriated to the general cumulative sinking 
fund an additional two and one-half per cent of the expenditures 
made under this relief act.” Section 210 (b) of the National 
Industrial Recovery Act provided for an annual appropriation, 
beginning with the fiscal year of 1934, an additional amount to 
the general cumulative sinking fund equal to two and one-half 
per cent of the expenditures made under this law. 

These sinking funds have been placed in the care and at the 
discretion of the Secretary of the Treasury; but a consistent 
policy has not always been followed. Because of extraordinary 
conditions, deposits to the credit of these sinking funds have not 
always been made according to law. In a few cases, sums have 
been borrowed to be placed to these accounts. In so far as im- 
proving the faith of the public in the credit of the federal govern- 
ment, or in facilitating the payment of its debts, the sinking fund 
is a questionable device. The fund may be easily dissipated by a 
benevolent legislature, or shifted to other types of investment. 
In this manner, the fund becomes useless. When it is used as a 
method of debt liquidation, care should be taken that the sinking 
fund does not become a source of wasteful expenditures, or a 
cause of the increase in the permanent national debt. 

Tax Immunity. The question of exemption from taxation of 
incomes derived from federal, state, county, and municipal bonds, 
and also of the salaries and wages paid to all government officers 
and employees, has been widely discussed in this country. The 
question arose as to the extent to which one sovereign government 
could interfere with the exercise of constitutional power of another 
From the standpoint of equity, why should such incomes be put 
in a preferred class and exempted from contributing to the ex- 
penses of government? Is such exemption an unfair and unjust 
discrimination? In fact, approached from any angle, the question 
presents a series of legal and economic complications. It is only 
recently that anything like a uniformity of action has been 
attained by the state and United States Supreme courts, and by 
Acts of Congress. 

The answer to these questions lies partly in the division of 
sovereignty between the federal and state governments, and 
partly in the realm of abstract justice. The United States Supreme 
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Court for a long time held that the federal government could not 
tax the instrumentalities of the states, nor the states the instru- 
mentalities of the federal government. Chief Justice Marshall 
established this rule when he said, “The power to tax involves 
the power to destroy; that there is a plain repugnance in con- 
ferring on one government a power to control the constitutional 
measures of another, which other, in respect to those very meas- 
ures, is declared to be supreme over that which exerts the control, 
are propositions not to be denied.”’ 

In Dobbins v. Commissioners of Erie County* the state sought 
to tax the captain of a revenue cutter of the United] States, who 
was appointed by the President and whose compensation was 
fixed by Congress. The court unanimously held that the tax 
could not be applied to the federal officer, on the grounds that if 
the state had that power, it could interfere with the discretion of 
Congress as to the amount of compensation it paid its officers. 

That decision was followed a generation later by Collector v. 
Day.’ In this case the federal income tax was held invalid as 
applied to a judge of the Massachusetts Court of Probate and 
Insolvency. The opinion, by Justice Nelson, dealt chiefly with 
the question as to whether there was a similar limitation upon the 
taxing power of the federal government. Reasoning that the state, 
as well as the federal government, was constitutionally inde- 
pendent within its sphere, the court concluded that the federal 
taxing power had no supremacy sufficient to override the state’s 
reserved powers. 

Some of the older opinions had contained intimations that 
the state immunity from taxation related only to “governmental 
functions.” The qualification was definitely established in South 
Carolina v. United States.’ The state had established dispensaries 
for the exclusive sale of liquor and the court sustained the impo- 
sition of the federal license tax. The court assumed that the 
federal government could not, through taxation, “prevent a state 
from discharging the ordinary functions of government.” But 
for fear “the National Government would be largely crippled in 
its revenues,” the court was induced to deny immunity, placing 
some reliance upon the fact that functions such as these could 

’McCullough V. Maryland, 4 Wheaton 316 (1819) 

<16 Pet 435 (1842). 

’ll Wal 113 (1870). 

’199 U. S. 437 (1905). 
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not have been contemplated by the framers of the Constitution. 
The court concluded that private business was not withdrawn 
from the federal taxing power simply because it was conducted 
by the state. 

Again, in Allen v. Regents of the University System of Geor- 
gia,^ the court held that collecting admissions for football games 
at state universities was not an essential governmental function. 
“When a state embarks in a business which would normally be 
taxable, the fact that m so domg it is exercising a governmental 
power (education), does not render the activity immune from 
Federal taxation.” 

In Flint v. Stone Tracy Company,® the court introduced a 
qualification to the broad doctrine that neither the federal nor 
the state government could tax the compensation paid an em- 
ployee of the other. Some of the corporations that assailed the 
corporate excise tax of 1909, which imposed a tax measured by the 
net income of corporations, objected that they “act as trustees, 
guardians, etc., under the authority of the laws or courts of the 
State ” The court rejected the claim for immunity because: 

Such trustees are not agents of state government in the 
sense which exempts them from taxation because executing 
the necessary governmental powers of the state The trustees 
receive their compensation from the interests served, and not 
from the public revenues of the State 

This principle of reciprocal freedom from taxation was further 
stated by the Supreme Court when it said, “As the States cannot 
tax the powers, the operation, or the property of the United 
States, nor the means which they employ to carry their powers 
into execution, so it has been held that the United States have no 
power under the Constitution to tax either the instrumentalities 
or the property of a State.”® This same principle of tax exemption 
from state levies has been held to apply to bonds that have been 
issued by territories of the United States on the ground that they 
were “instrumentalities and agencies of the Federal govern- 
ment.”i“ 

These principles which have been pronounced by the court did 
not exem pt the obligations of the United States from state in- 
'58 S. Ct 980 (19381 

*220 U S. 107 (1911), See also New York ex rel. Rogers v. Graves, 
299 U S 401 (1937). 

sPollock V. Farmers’ Loan & Trust Co , 157 U. S 429 (1895) 

‘“Farmers and Mechanics Savings Banks of Minneapolis v State of 
Minnesota, 232 U. S. 616 (1913). 
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heritance, gift, and estate taxes. It was held by the United States 
Supreme Court that such tax, as on inheritances, was an impo- 
sition upon the right to dispose of property; that it was a tax 
exacted by the state for protection afforded during the lifetime 
of the decedent, and that such levy was in the nature of a service 
charge to the beneficiary. “ 

The Second Liberty Bond Act, approved on September 24, 
1917, is the present authority for the Secretary of the Treasury to 
borrow money through the sale of interest-bearing obligations of 
the United States government. The Act provided also for the 
following tax exemptions on such issues. 

United States Savings and Treasury Bonds and, with certain 
exceptions. Notes also, were made exempt both as to principal 
and interest, from all taxation, whether in effect then or imposed 
later, by the federal, state, or local governments, except (a) estate, 
inheritance or gift taxes, and (b) graduated additional income 
taxes, commonly known as surtaxes, and excess-profits and war- 
profits levies. Under Section (b) of this Act, the interest on such 
bonds, the principal of which did not exceed in the aggregate 
$5,000 owned by any individual, partnership, association, or 
corporation, was exempt from taxes. For the purpose of deter- 
mining the amount of taxes and tax exemptions on the United 
States Savings Bonds, the difference in value between the price 
paid and received when sold was considered as interest. 

Treasury Certificates and Bills were made exempt, both as to 
principal and interest, from all taxation, except as to estate, 
inheritance, and gift taxes, which might be imposed, either then 
or later. The discount at which Treasury Bills were originally sold 
was considered as interest and therefore not subject to tax. Any 
capital gain through the sale or disposition of these bills was tax 
exempt, and no loss arising out of any market transaction was 
deductible for any purposes of taxation. 

The policy of exempting government securities from taxation 
did not prohibit any government from imposing any levy it 
might so desire upon its own property, credit obligations or instru- 
mentalities, or granting that privilege to any other tax imposing 
unit In a few instances, as in the case of National Banks, the 
federal government gave express authority to states and local 
units to impose certain taxes upon them in order that competitive 
units to impose certain taxes so that competitive conditions 
with state financial institutions might be put on a common level. 

“Plummer v. Coler, 178 U. S. 115 (1900). 
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For a long time, however, it was believed that taxes should 
not be imposed by one government upon the other partly because 
such acts were believed to be unconstitutional. When the income 
tax amendment was being debated in the Senate in 1910, Senator 
Borah said: “Until we revise the Constitution as a whole, take 
the instrument up and revise it and definitely announce that these 
separate and independent sovereignties are no longer to be so, 
no court will ever hold that you can interpret the taxing clause 
of the Constitution so as to destroy these sovereignties.” 

For many years the decisions of the Supreme Court held to 
this constitutional principle. But in the early part of 1934 the 
opinion was frequently pressed that conditions had so changed 
that the reasons actuating the Supreme Court in the past were 
no longer sound and applicable, and that it might be expected to 
alter its point of view. The rapid encroachment of the federal 
government upon the powers and rights of the states seemed to 
have seriously impaired the old doctrine of local sovereignty. 
The contention that the federal government had power to tax the 
income from state bonds and state employees was based upon the 
Sixteenth Amendment to the United States Constitution, which 
reads as follows: 

ART. XVI. The Congress shall have power to lay and 
collect taxes on incomes, from whatever source derived, with- 
out apportionment among the several states, and without 
regard to any census or enumeration. 

It was claimed that, under this amendment, a federal tax may be 
imposed upon salaries and wages of state employees by a simple 
statute passed by Congress without further change in the Con- 
stitution. 

The Supreme Court first considered this qualification in respect 
to the taxability of compensation paid to government officers or 
employees in Helvering v. Powers. The court here held a trustee 
of the Boston Elevated Railway to be subject to federal taxation 
because the state operation of this railroad was not a usual govern- 
mental function. Chief Justice Hughes, speaking for a unanimous 
court, held the activity to be^a business enterprise even though 
conducted for a public beneffi. It followed, since the activity 
itself was not immune from taxation, that there could be no claim 
for exemption of the salaries paid those employed by the railway. 


“293 U. S 214 (1934) 
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In the New York Port Authority ease,*® Justice Stone, speaking 
for the majority of the court, contended that taxing the income of 
officers and employees of the port authority “neither precludes 
nor threatens unreasonably to obstruct any function essential to 
the continued existence of State Government.” Allowance of 
immunity, he said, would “impose to an inadmissable extent a 
restriction upon the taxing power which the Constitution has 
granted to the Federal Government.” 

Justice Black, while agreeing with the majority, expressed the 
belief that the court should re-examine the “entire subject of 
inter-governmental tax immunity to be reviewed in the light of 
the effect of the Sixteenth Amendment authorizing Congress to 
levy a tax on incomes ‘from whatever source derived’.” 

“Surely,” Justice Black added, “the Constitution contains no 
imperative mandate that public employees — or others — draw- 
ing equal salaries (income) should be divided into taxpaying and 
non-taxpaying groups. Ordmarily such a result is discrimination. 
Uniform taxation upon those equally able to bear their fair share 
of the burden of Government is the objective of every Just Govern- 
ment. The language of the Sixteenth Amendment empowering 
Congress to ‘collect taxes from whatever source derived’ — given 
its most obvious meaning — is broad enough to accomplish this 
purpose.” 

The Helvering v. Gerhardt decision is confined to salaries 
and wages of state employees and does not in terms reach the 
officers of states and municipalities. Based upon this Judicial 
interpretation, the Congress proceeded to pa^s the Public Salary 
Tax Act of 1939.“ Accordingly, since 1939, all salaries and wages 
of state officers and employees have become subject to federal 
income tax. 

The arguments in favor of making the income of debt obliga- 
tions of governments, and the salaries and wages of their employees 
subject to taxation, are quite plausible and receive general popular 
acclaim. But there is also something to be said for exemption. 
It is claimed that a government would have to pay higher interest 
rates on all its borrowings if its bonds and notes were subject to 
tax; that what it received by tax levy would Just about equal 

^^Helvering v. Gerhardt, 304 U. S. 405 (1938) Also see Commissioners 
V. Shomberg’s Estate, 144 Fed, (2d) 998 (1944). 

“United States Code, 1940, Generally, 5, paragraph 84a; also 26, para- 
graph 22, note; 26, paragraph 22 (a). 
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what it paid out in higher debt charges, and therefore, it would be 
like taking money out of one pocket and putting it in the other. 
Then, again, there are those who claim that to tax these govern- 
ment securities would have an adverse effect upon their market 
values. 

The Public Debt Act of 1941, however, provided that all sub- 
sequent issues of obligations of the United States and its agencies 
and instrumentalities should be subject to federal taxes to the 
same extent as private obligations. An exception was made, how- 
ever, in the case of obligations which the United States Maritime 
Commission or the Federal Housing Administration had, prior to 
March 1, 1941, contracted to issue. It was provided that these 
obligations should, when issued, bear such tax exemptions as were 
stipulated in the law authorizing their issuance. An exception 
was also made in the case of obligations of territories, possessions 
of the United States, the District of Columbia, and their political 
subdivisions, agencies, and instrumentalities. 

Monetary Inflation and Taxation. When a government has 
exhausted the reasonable possibilities of raising revenue by means 
of the ordinary forms of taxation and by the sale of its instruments 
of indebtedness, it then usually resorts to the issue of irredeemable 
paper money made legal tender. This last method of securing 
purchasing power is really a scheme for imposing an indirect tax 
upon its people through inflation of prices and reduction in the 
purchasing power of the dollar. To explain how this system oper- 
ates, it will be necessary to delve into a bit of classical monetary 
theory. 

Let us assume that the country has lost all its gold and silver 
or has withdrawn both from circulation and reserve, and that it 
is on an irredeemable legal tender paper basis Commodity prices 
will rise permanently as additional quantities of this paper money 
are put into circulation, largely by the debtor. Since it is legal 
tender the creditor will be compelled to receive it in satisfaction 
of a debt. Conversely, the purchasing power of the money unit 
will fall. Because of this action of the government, economic 
values are being taken from the people in the same manner as if a 
tax were imposed. As the quantity of paper money is increased, 
and the purchasing power of the unit falls, less and less real value 
remains in the hands of the people, until it totally disappears, 
unless the government calls a halt on the flotation of new issues. 
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These circumstances above related have actually existed, and 
have been repeated so frequently in practice as to be irrefutable 
During the French Revolution in 1789, the asstgnat was issued by 
the French Government to help pay the expense of the war. Its 
purchasing power rapidly declined because of over-issue until its 
value became zero and it ceased to circulate. The continental 
currency issued during the American Revolution by the Con- 
tinental Congress rapidly fell in value, and it was finally redeemed 
at one cent on the dollar in later years. The paper money that 
was issued by the Southern Confederacy during the Civil War 
became entirely worthless after the conflict. The Greenbacks, or 
United States Notes, were authorized by the United States Con- 
gress in 1862, and immediately after they were paid by the federal 
government into the hands of the people for services and supplies 
they began to fall in value until their purchasing power at one 
time was about one-third of their face equivalency in gold. They 
did not return to parity of purchasing power with gold until the 
Redemption Act of Congress of January 1, 1879. The paper money 
issued by the Russian government during World War I became 
worthless, and at least two or three kinds of currencies in Germany 
disappeared completely from circulation between the years of 
1914 and 1919 because their values became zero and the country 
temporarily went on a barter system of exchange. In France and 
England the franc and pound sterling lost heavily in purchasing 
power during World Wars I and II largely because of inflation. 
In all these countries during these periods, people saw their 
fortunes dwindle and in many cases completely disappear because 
of inflation, which in some cases amounted to confiscation by the 
act of government. 

Soon after President Roosevelt came into office in 1933, general 
commodity prices reached their lowest level. He was persuaded 
by his advisers that the cause of the economic depression lay in 
finance, and that it was only necessary to raise prices in order to 
effect a recovery. To accomplish this purpose, he adopted the 
principle of the quantity theory of money by taking steps to 
increase the sum total of units of purchasing power in the country. 
Bank credit was made easier, wages were increased and profits 
were distributed into the hands of the stockholders. As was 
previously explained, by Act of Congress, Roosevelt reduced the 
weight of the gold dollar, and later using the Reconstruction 
Finance Corporation he began to buy gold and silver to increase 
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the stock of reserve of the precious metals to serve as further 
inflationary factors. It was a clear case of premeditated inflation 
of prices by an overt act of the administration for the purpose of 
starting the wheels of commerce. This policy actually only 
slightly affected the general level of commodity prices, but to the 
extent to which it did, it may be regarded as a species of indirect 
taxation imposed upon the people. As commodity prices rose, the 
people found that part of the purchasing power which they 
formerly had was being taken away from them, and that the 
longer they held onto their dollars the less valuable they became 
in terms of commodities for which they might wish to exchange 
them. 

During a period of inflation, not all prices advance at the same 
rate. Some prices actually fall while others may advance very 
rapidly, which distributes the burden of the inflation “tax” over 
the people of the country very unevenly. Where the effects of 
this inflation are general, the incidence of such “tax” will ul- 
timately rest upon the consumer. Those whose incomes are fixed, 
such as the salaried and bond-holding classes, will be affected 
most during a rise in prices, because their ability to buy is actually 
reduced in such penod. 

Summary. Modern governments are finding it necessary to 
resort more frequently to the use of public borrowing as a supple- 
mentary source of immediate income. In many respects, public 
and private credit are quite similar. In any case, credit may be 
defined as the privilege of an individual corporation or a govern- 
ment to consume goods and services at one time and to pay for 
them at a later time. Credit is confidence. Governments are 
said to have a credit rating much in the same manner as indi- 
viduals and corporations, which is based upon character, capacity 
and capital. The chief distinction between public and private 
credit is the liability of the borrower. In general, a government 
cannot be held to a legal liability, except by its own consent. 
Even local units of government cannot be sued, except as provided 
by state statutes. 

Public borrowings may be put to useful or wasteful purposes, 
thereby guaranteeing or impairing future payment. Public debt 
may be classified into short-time, intermediate, long-time, and 
perpetual issues. Enforced loans with no date of maturity and 
without interest may be made by a government by issuing irre- 
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deemable legal tender paper money. Each type of debt has its 
useful purpose, and should not be abused. The date of payment of 
government securities“should be so distributed as to cause them 
to fall due at convenient intervals. All governments have evolved 
very intricate and complicated fiscal machinery for handling then- 
lending, refunding, and payment transactions. This fiscal ma- 
chinery is usually activated through the central banking systems. 
In the past, almost every important national banking system was 
created to aid the central government in its fiscal operations. At 
present, the central bank usually issues all the paper money, 
handles all the government deposits and loans and may manage 
the public debt and the supply of gold and silver. 

The tax exemption of federal, state, and local bonds, public 
enterprises, and the salaries and wages of public officials and em- 
ployees has become a very complicated legal question and is not 
yet completely and clearly defined. In general, however, the 
federal and state governments do not tax each other's credit 
instruments, or the salaries of their officers, except as provided by 
specific statutory provisions. However, since the holding of the 
Supreme Court in the Helvering v. Gerhardt case, under the 
Public Salary Tax Act, wages and salaries of officers and employees 
are taxable under the federal income tax law. State or federal 
enterprises, which are private in nature, although serving a public 
purpose, are subject to the general laws of taxation. The courts, 
in many cases, have also held that when either the federal or state 
governments engage in enterprises that are commercial in nature 
and not as an instrument of government the rule of tax immunity 
does not apply. In fact. Chief Justice Marshall in the McCulloch v. 
Maryland case said:'^ 

This opinion does not deprive the states of any resources 
which they originally possessed. It does not extend to a tax 
paid by the real property of the bank, in common with the 
other real property within the state, nor to a tax imposed on 
the interest which the citizens of Maryland may hold in this 
institution, in common with other property of the same 
description throughout the state. But this is a tax on the 
operations of the bank, and is, consequently, a tax on the 
operation of an instrument employed by the government of 
the Union to carry its powers into execution. Such a tax must 
be unconstitutional. 


Wheaton 316 (1819). 
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TEXT QUESTIONS 

1. Define public credit; private credit. 

2. In your own words, explain Professor Adams' discussion on the 
use of public credit and the safety of government securities 

3. What IS the proper use of credit by a government*? 

4. In what ways may government deficits arise*? How are they 
reduced or avoided? 

5. Why are objections raised against governments accumulating 
reserves? 

6. What is the maturity date of each of the following forms of debt : 

a) perpetual debt 

b) long-term debt 

c) short-term or temporary loans 

d) intermediate loans 

7. What are the advantages and disadvantages of a perpetual debt*? 

8. W'hy do short-term loans arise? 

9. Explain the use of the annuity m England. Is it used in the 
United States*? 

10 Discuss fully the character of the United States Treasury Bonds. 
Include an analysis of their market prices in the 1930's. 

11. What is meant by a bond being sold at a discount*? Illustrate 

12. What type of investor is interested in Treasury Bills? Why? 

13. What is the aggregate amount of Treasury Notes, Certificates 
of Indebtedness, and Bills that can be outstanding at any one 
time*? 

14 Explain the use of the Treasury Tax Warrant. What danger is 
there in its use*? 

15 What is the principal purpose for the creation of banking systems*? 
How do they render that aid? 

16 Give illustrations of the use of the Exchequer Bond in England. 

17 How do governments pay their debts*? Explain each method. 

18. Discuss fully the question of tax immunity of salaries and wages 
paid to government officers and employees. 

19. What tax exemptions are granted under the Second Liberty 
Bond Act of 1917? 

20. Discuss the decision in Helvering v. Powers. 

21. Has the United States ever issued irredeemable paper money*? 
If so, when? 

22. What did President Roosevelt do to effect a recovery in 1933? 
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APPLICATION PROBLEMS 

1. Mr. Roosevelt, during the penod of 1933 to 1939, contended 
that the federal budget was really in balance, even in the face of 
large deficit spending, large public borrowings, and rapid increase 
m the public debt. He was able to show that the government 
income was at least equal to the ordinary expenditures for the 
legislative, executive and judicial functions. He contended that 
the borrowings merely represented an investment and provided 
for income-creating expenditures for relief and rehabilitation. 
Prepare a critique on this statement, with special reference to 
investment and income-creating. 

2, Suppose the commercial rate of interest in your community is 5 
per cent, and the interest rate on government bonds is 3 per cent. 
What effect might this difference in rate of interest have on the 
market price of government bonds? Can you give a mathematical 
demonstration of the probable theoretical effect such difference 
m interest rates may have on the market value of government 
bonds'^ Does the fact that government bonds are below par 
necessarily cast any doubt upon its credit‘d 


RESEARCH TOPICS 

1 Visit the credit department of any bank or trust company and 
make a study of all the facts which are considered in determining 
the credit rating of an individual or corporation borrower How 
many of these same principles can you apply to the determination 
of the credit rating of a government? What are some of the 
distinctive characteristics of public credit not found in private 
credit? 

2 Make an extensive study of the various processes which the federal 
government may put into operation in case its bonds were to drop 
below par. Consider especially the open market operations of 
the federal reserve banks, and direct buying of its bonds by the 
United States Treasury. What was the purpose of the stabiliza- 
tion fund created with the gold act in 1933? 

3 Make a study of the distribution of ownership of government 
bonds as to holders during the past several years Do they tend 
to concentrate in the hands of a few individuals and corporations, 
or are they widely held? What steps has the federal governm.ent 
been taking to encourage as wide ownership of its bonds as 
possible? What advantages do you see in wide distribution of 
ownership? Disadvantages in concentration? 
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4. Consider the short-time loans which the federal government has 
made during the last few years. Also include in your study similar 
loans made by your state and local unit of government. Note 
especially such facts as interest rate, or discount rate; purposes 
for which loans were made; provisions and methods of repayment; 
were they later consolidated vnih and made part of the long- 
time debt? 
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CHAPTER 13 


THE PUBLIC DEBT 

The public debt of the federal government has expenenced a 
long and checkered history. In fact, the federal government in- 
herited a large public debt, at the time of its orgamzation in 1789, 
which had been created previously by the states during the Revo- 
lutionary War. During these one hundred and sixty years of 
national existence, many aspects of public debt have been tried 
and developed which today serve as cumulated experience in debt 
management. Public debt management may be of very great 
importance to the whole economy of the country. The history, 
development, economic and political repercussions of the public 
debt, debt management, and public debt analysis will be discussed 
in the next several chapters. 

Speaking of public credit and war debts, George Washington, 
in his farewell address in September, 1796, said: 

As a very important source of strength and security, cherish 
public credit. One method of preserving it is to use it as spar- 
ingly as possible ; avoiding occasions of expense by cultivating 
peace, but remembenng also that timely disbursements to 
prepare for danger frequently prevent much greater dis- 
bursements to repel it; avoiding likewise the accumulation of 
debt, not only by shunning occasion of expense, but by vigor- 
ous exertions in time of peace to discharge the debts which 
unavoidable wars may have occasioned, not ungenerously 
throwing upon posterity the burdens which we ourselves ought 
to bear. 

A government may obtain income from four sources, namely, 
by taxation, by confiscation, from public industries and by public 
borrowing. Of these four sources of income, public borrowing is 
extensively used by every grade of government, especially during 
an emergency. During World War I, the federal government 
secured its income in the proportions of 72 per cent from borrowing 
and 28 per cent from taxation. The proportions in World War II 
were about 50-50 from borrowing and from taxation, respectively. 
During ordinary times, the federal budget usually has a substantial 
surplus. 

These four sources of income however do not exhaust the 
historical categories for it will be recalled that in earlier times 
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pillage, piracy, booty of war, tribute, and escheat, among others, 
provided at least occasional resources for successful rulers. Fortu- 
nately, most of these violent forms of acquisition by governments 
have passed away, although indemnities in the case of war are 
sometimes not much more than refined methods of tribute. Bor- 
rowing, as will be explained, takes many forms, some of which are 
disguised in such a manner as to conceal their real nature. 

Confiscation. In most instances, the act of confiscation by 
government is incidental and occasional, but confiscated property 
may continue to be a source of income for the maintenance of 
government. During World War II the Pacist and Nazi dictator- 
ships liberally used confiscation as a means of prosecuting the war. 

It is sometimes difiScult to distinguish this form of income 
from taxation. There is often a rather broad twilight zone of 
confused destruction between the two. Certain forms of taxation 
are, at times, so high as to amount to virtual confiscation, although 
they may not go by that name. Payment of the public debt in a 
paper money that is undergoing rapid depreciation may be either a 
disguised form of taxation or of confiscation or both. Persons who 
hold to the socialistic or communistic faith sometimes contend 
that private property — particularly in land — came into existence 
by a kind of theft, and that it would be no violation of the moral 
code for the government to take it back again by the same method; 
a doctrine that two wrongs make a right. The taking of property 
without compensation has been observed in the autocratic 
countries in Europe in recent years; the capital levy as it has been 
imposed on several occasions in Italy, while disguised as sub- 
scription for government bonds, is in substance confiscation. 

Borrowing. The chief concern in this chapter is with public 
borrowing and debt history. As has been explained in earlier 
chapters, in the United States there are three grades of government 
each of which has authority to contract debts. With local govern- 
ments, the power is sometimes limited by state statutes and by 
constitutional provisions, but the United States Government does 
not labor under this disability. How much, or how little, shall be 
added to the public debt of the United States is entirely in the 
hands of the Congress. This body from time to time not only sets 
the limit which the President and the Secretary of the Treasury 
may pledge the credit of the United States but also all the other 
conditions relative to its issues. 
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It is worth while to observe that because there are three debt 
creating authorities one is apt to get an erroneous view, first, of 
the total obligation which must eventually be met by the taxpayer, 
and, second, of the debt paying power of each of these subdivisions. 
In any city. New York for example, most citizens do not know the 
amount of the total funded debt of their city or their state, 
although they may have a rather good idea of the national debt. 
Yet all three are a charge against the future productivity of the 
citizens in the locality. 

Until recent years, the largest funded debts were those of the 
local governments. This is a natural condition. The local govern- 
ment is close to the people. It must meet many requirements 
which are not obligations of state and federal governments. There 
are streets to be maintained, sanitation to be provided, lighting 
systems to be installed and kept in order, sewers to be built, 
schools to be supported, health needs to receive attention and 
many other local services to be supplied. All these matters and 
others, are daily routine in city and county management, and the 
expense frequently requires large income in addition to that pro- 
vided by the annual tax bill. Hence, borrowing becomes an im- 
portant ancillary income to these local units. 

In 1932, the total fixed or funded debts of the local divisions 
were about five times those of the states, not including that of the 
federal government. As a rule, the states have kept their borrow- 
ings within very modest limits. In fact, in 1932, the funded debt 
of Nebraska and Arizona was practically negligible, and that of 
nine other states was less than $5,000,000.^ Until World War I 
the federal debt was also small, namely, $967,900,000 of interest 
bearing obligations early in 1914. 

The Beginning of the Federal Debt. The federal government 
did not start in 1789 with a clean slate. Three t3q)es of claims of 
greater or less validity were presented at that time for considera- 
tion. They were, first, foreign debts to France, Spain and Holland 
covering loans or subsidies during, or immediately following, the 
American Revolution; second, the borrowings in various forms of 
the national government largely for war purposes; third, debts 
contracted by the states, again largely for war purposes, and con- 
sidered by the people of the time as a contribution of these 

^Delaware, Idaho, Indiana, Kentucky, Nevada, Oklahoma, Texas, Wis- 
consin, and Wyoming. 
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divisions for a national purpose. The task of providing a method 
of settlement of these claims, and of eventually funding the debt, 
fell to Alexander Hamilton, the first Secretary of the Treasury. 
His plan of public debt management with the approval of Presi- 
dent Washington was submitted to Congress in 1790. On the 
whole, his ideas were accepted, but not without controversy. 

In support of his plan of public debt management Hamilton 
laid great stress on the need for establishing a firm policy of govern- 
ment credit. He argued that '"exigencies are to be expected to 
occur ... in which there will be a necessity for borrowing''; loans 
in times of public danger are indispensable; the ability to borrow 
on "good terms" is essential to the credit of the nation; extravagant 
premiums must be paid on questionable loans; the cost of credit 
to a nation of unsound credit will be unduly high; "nor does the 
evil end here; the same disadvantage must be sustained upon 
whatever is to be bought on terms of future pa 3 anent . . . Prom 
this constant necessity of borrowing and buying dear, it is easy to 
conceive how immensely the expenses of a nation, in a course of 
time, will be augmented by an unsound state of the public credit."^ 
Thus, the key to his management plan was to create such a firm 
credit structure that the government could borrow in times of 
need on terms which would greatly reduce its future costs. 

Hamilton reinforced his arguments with the statement that: 
"This reflection derives additional strength from the nature of the 
debt of the United States. It was the pnce of liberty. The faith 
of America has been repeatedly pledged for it, and with solemnities 
that give peculiar force to the obligation. There is, indeed, reason 
to regret that it has not hitherto been kept; that the necessities of 
war, conspiring with inexpenence, in the subjects of finance, pro- 
duced direct infractions; and that the subsequent penod has been 
a continued scene of negative violation, or non-compliance. 

Hamilton submitted detailed estimates of the three t 3 rpes of 
indebtedness named above. In no case was it a simple matter to 
arrive at a sum that Congress might think just and reasonable. 
The case was clearest with the foreign debts upon which the terms 
had been clearly stated. But with all the leading nations there 
were arrearages of interest and in some cases of principal. 

^Amencan State Papers, ed. Walter Lowrie and Matthew St Clair Clarke 
(Washington* Gales and Seaton, 1832), Finance, I, 15. 

®Ibid. 
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The situation was far more complicated with the national 
obligations. These had been contracted m different forms and at 
different times and at varying rates of interest. At that time, they 
were in varying degrees of depreciation, and many of them had 
passed from the hands of the original owners, depreciating as 
they moved along. The result was that intermediate holders had 
already lost something on the transactions. Some of these obliga- 
tions had passed from hand to hand in the form of money, again 
with current losses because of depreciation. Moreover, many 
persons had acquired these bills for speculative purposes, and 
with the ultimate hope of unearned increment gain. 

Thus the following questions: If Congress agreed that payment 
should be made, what basis of value should be adopted for the 
computation? Should the obligation include interest, and, if so, 
at what amount and from what date? Was any consideration to 
be given to intermediate holders? 

Under the title of “Abstract of the Liquidated and Loan Office 
Debt of the United States, on the 3rd of March, 1789”, Hamilton 
listed the t 3 ^es of obligations outstanding. These included 
“Registered debt,” “Certificates issued by Commissioner of Army 
Accounts,” “Certificates issued by the Commissioners of the five 
departments,” “Certificates issued by the late State Commission- 
ers,” “Loan Office certificates, old emissions, reduced to special 
value, agreeably to the scale made by Congress, by taking the 
medium of the loans made in each month,” and others.'* 

Hamilton also computed the “public debt of the States.” 
Some had responded to his inquiry for information, others had not. 
Thus it became necessary to submit the total as an estimate. In 
this connection, he remarked that “From the above statement 
and estimates, the amount of pnncipal and interest, (exclusive of 
Delaware, North Carolina, Georgia, and Rhode Island) appears 
to be about twenty-one millions and a half; but as the debts of 
the four last States are not included in the above sum, and it is 
possible that a greater arrearage of interest may be due on the 
State debts than is at present ascertained, the aggregate of the 
principal and interest may be computed at about twenty-five 
millions of dollars.”® 

With the presentation of these data, the problem of rejection or 
assumption of these debts was before Congress. There was little or 

‘Ibid., p. 27. 

^Ibid., p. 29. 
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no opposition in or out of Congress to the assumption of the 
foreign debt. But many doubts arose as to the other types of debt 
obligations. In view of the troubles through which the country 
had been passing during the past six years, it was remarkable that 
Hamilton should have been able to secure the enactment of his 
program. The years from 1783 to 1789 have been characterized 
by the historian, John Fiske, as “The Critical Period in American 
History.” It had been a period of political uncertainty and of eco- 
nomic distress. In spite of these conditions, the members of Con- 
gress stood by the plan as proposed by Hamilton. Some questioned 
the advisability of pasdng present holders in full; others were 
influenced by the Imowledge that speculation had been rife in 
these obligations; still others wanted a compromise plan. But in 
the end the Secretary’s ideas prevailed. The outcome was that 
all holders of certificates were to receive the face value of the 
government obligation with interest. However, an exception was 
made with the continental currency or bills of credit which were 
to be cancelled on the basis of one cent on the dollar in specie. 

The assumption of the state debts also stirred controversies. 
Here the issue seems to have been whether the new federal 
government should assume the debts contracted by the states of 
the old form of government which had passed out of existence 
with the ratification of the Constitution. 

Hamilton’s reply was in the afiirmative. His idea was that it 
would be repugnant “to an express provision of the Constitution 
of the United States” to act otherwise. He added that “this pro- 
vision is, that ‘all debts contracted, and engagements made before 
the adoption of that Constitution, shall be as valid against the 
United States under it, as under the Confederation’.” He con- 
tended that this amounted to a “constitutional ratification of 
contracts respecting the debt, in the state in which they existed 
under the Confederation.”® 

He urged further that if the states held to their faith as debtors 
it would be necessary for them to pay; that provision must be 
made in some way or another for the entire debt; that no greater 
revenue would be required whether the states paid separately or 
consolidated their debts in the form of an obligation of the 
United States; and that such an arrangement would provide for 
a more orderly settlement than if left to the states. 

p. 17. 
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As an outcome of various arrangements, the new federal 
government began with a foreign debt of $13,000,000; a domestic 
debt of $42,000,000, which included the issues as listed by Ham- 
ilton; and the debts assumed from the states of $21,500,000 — a 
total of $76,500,000. 

Throughout the next several years, the government was forced 
to borrow from the First United States Bank. From 1792 to 1798, 
the aggregate of the loans was about $10,300,000. Some $5,000,000 
was borrowed to cover deficiencies in appropnations for military 
affairs. Smaller loans added something to the total. Meanwhile, 
payments of interest and toward the liquidation of the principal 
continued. The total debt in 1791 was about $75,400,000, of which 
only $1,500,000 had been funded. In 1800, the total federal debt 
stood at about $82,900,000, of which $57,000,000 was funded, and 
about $12,000,000 of foreign debt. 

In the earliest years of the federal government, the service on 
the public debt was the largest single charge that had to be met. 
In the estimates for the year 1789, the sum estimated to cover such 
pa 3 nnents was upwards of $6,600,000. The expenses for running 
the federal government, including arrearages of former years, 
amounted to only $630,000 

Funding of the Federal Debt. The funding act of August 4, 
1790, the first in the history of the new country, is one of the land- 
marks in its financial history. It may seem unduly complicated, 
but the Congress was dealing with a very difficult and complicated 
situation. It was necessary to estimate the interest rates, current 
and future, and to guess how the funding arrangements, if suc- 
cessful, would afifect the credit of the United States Government, 
and how these factors would affect the rates at which the country 
could subsequently borrow. Moreover, the financiers of the time 
had no idea as to the rapidity with which the debt could be 
liquidated, a matter which might have affected their decision as to 
the proffered terms of the loans. Then, further, it was by no means 
certain that all persons would accept the terms of the loans such as 
the rate of interest and maturity of the issues — a condition which 
actually developed — and provision had to be made for the adjust- 
ment of creditors’ claims. 

Three types of debts called for attention: those due abroad; 
the national debt made up of various claims against the federal 
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government; and that portion of the debt which had been assumed 
from the states. 

With respect to the first, the plan was relatively simple. The 
funding act by Congress authorized the President of the United 
States to borrow not in excess of $12,000,000 to care for the 
arrears and installments on this debt, or to pay the whole amount, 
if this could be done to the advantage of the federal government. 
But he was prohibited from entering into any contract which would 
prevent the United States from reimbursing any of the borrowed 
sums within fifteen years after they had been lent. 

With regard to the issue of the domestic debt, books were to 
be opened at the Treasury Department, and by commissioners 
appointed in each state. The officials were authonzed to accept 
subscriptions and to make payment in certificates, using specie 
value as the basis of the transaction. These certificates indicated 
that the United States Government owed the subscriber the 
amount as expressed. The subscnber received two certificates, 
one equal to two-thirds of the sum, bearing interest at 6 per cent, 
the other for one-third, which also was to pay interest at 6 per 
cent, but not until after the year 1800. Interest was to be paid 
quarterly. Both certificates were subject to redemption by pay- 
ment not exceeding in one year $8.00 on each $100 of the sum 
mentioned in the certificate.® 

A somewhat different arrangement was provided for the as- 
sumed debts of the states. For the purpose of payment these 
debts were split into three parts. On the first, equal to four-ninths 
of the sum indicated on the certificate, the subscriber was to receive 
6 per cent interest; on the second, equal to two-ninths, he was also 
to receive 6 per cent payable after 1800; and on the third, equal to 
three-ninths, the interest was 3 per cent. These provisions re- 
ferred to “person, persons, or bodies politic.” Commissioners 
were to be appointed to determine how much the claimants were 
entitled to receive.® 

The Sinking Fund. In order more adequately to protect the 
public credit, and possibly to guard against the evils of speculation 
in United States Government securities, provision was made for 
the establishment of a federal sinking fund. This device is usually 

100 Statutes at Large. Boston. Little, Brown & Co., 1861, I, 
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operated by setting aside in a separate fund — usually under the 
control of a body of commissioners — income derived from speci- 
fied sources, in some cases, these incomes may be the result of 
excess of appropriations authonzed by Congress over the actual 
expenditures. 

With respect to the United States, the idea of a sinking fund 
antedates the formation of the federal constitution. During the 
troublous times of the Confederation, Alexander Hamilton made 
an unsuccessful attempt to set up such a fund to liquidate the 
national debt. The first national sinking fund was established by 
Act of Congress on August 4, 1790. Among other things, it pro- 
vided that the proceeds of the sale of public land were pledged to 
the redemption of the federal debt. Provisions in the Act of 
May 8, 1792, only elaborated further on the former act. Interest 
on “so much of the debt as has been or shall be purchased or 
redeemed, or shall be paid into the Treasury (of the United States) 
in satisfaction of any debt or demand,” was to be transferred to 
this fund; also the surplus of any sums which had been appropri- 
ated for the payment of interest on the public debt. The items 
which contributed to the fund were changed from time to time. 

Five commissioners were provided to manage the sinking fund, 
namely, the President of the Senate, the Chief Justice, the 
Secretary of State, the Secretary of the Treasury, and the Attorney 
General. 

The Public Debt, 1800 to 1835. Over the years, the public 
debt of the United States Government has been created largely 
to cover the expense of war and public improvements. The author- 
ities in charge of the financial arrangements have been true to the 
theory of debt management with respect to the fact that borrow- 
ing should be employed only in cases of emergency, or to cover 
occasional deficits. War may be considered an emergency. 

Thus federal debt management has been operated somewhat 
after this sequence, debts accumulated for war purposes; then a 
senes of years in which the debt was gradually reduced or even 
totally paid; then another war with more debts and subsequent 
reductions, and so on. All the while, this process has been dis- 
turbed or altered here and there by some peace-time emergency 
borrowing which required more funds than could be raised im- 
mediately by taxation. One of the first of these was the Louisiana 
Purchase. 
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Prior to the Louisiana Purchase, the lower part of the Missis- 
sippi River was under the junsdiction of France. This power had 
thrown all manner of han^caps in the way of free navigation of 
the lower sections of the river. Moreover, lack of a place of deposit 
for goods destined for transit beyond New Orleans nullified some 
of the advantages of navigation of the upper portion of the stream. 
The transfer of Louisiana from Spam to France by the treaty 
of Ildefonso (1800) brought on a real crisis in the history of the 
Umted States. The nation was greatly disturbed. After consider- 
able negotiation, Napoleon sold the whole of Louisiana to the 
United States, instead, as had been the original expectation, of 
only a small stnp of coast extending eastward from the Mississippi 
River and including New Orleans. The purchase price was 
$15,000,000, which included three and three-quarter millions to 
pay claims of Americans for spoilations committed by France 
since 1800. 

In spite of the fact that at this time, the Treasury was in 
possession of a surplus of revenue, this transaction required new 
financing. Following the treaty of April 30, 1803, by which the 
purchase was effected. Congress enacted a law on October 31, 
1803, authorizing the President of the United States to take pos- 
session of the territory, and on November 10 of the same year 
provided the funds for the purchase. The Secretary of the Treas- 
ury was authorized to issue certificates of stock in favor of 
Prance for $11,250,000 bearing interest at 6 per cent; but, if he 
thought it advisable, the Secretary was empowered to pay in 
four equal installments, and to shorten the period fixed for reim- 
bursement, as provided in the treaty. 

Under the same act. Congress provided for another change in 
sinking fund provisions. An Act of April 9, 1802, had provided 
for enlarged contributions to this fund including not only the net 
proceeds of the sales of public lands and certain other surplus 
funds, as heretofore, but all surpluses of revenue which remained 
at the end of any calendar year in excess of appropriations 
charged against such revenues.^ This new act provided that in 
addition to the $7,300,000 periodically appropriated a further 
amount of $700,000 was to be paid from duties on merchandise 
and tonnage, making the whole annual sum vested in the hands of 
the sinking fund commissioners $8,000,000. The fund was to con- 

“Americaa State Papers, Finance, I, 746 . 
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tinue until the whole debt of the United States Government had 
been extinguished.^^ 

The war against the Barbaiy pirates also required financing. 
But the sum was not expected to be large, and Congress was of 
the opimon that the expenses could be paid from current revenue. 
The plan proidded by the Act of March 26, 1804, was as follows; 
an additional duty of 2.5 per cent was laid on all imported articles 
that paid ad valorem duties, and 10 per cent additional duty on 
all goods imported in non-Amencan ships. This arrangement was 
to terminate three months after the conclusion of a treaty with 
the regency of Tripoli. If added funds were necessary, the 
President was authorized to borrow $1,000,000 from the Bank of 
the United States, at an interest rate not exceeding 6 per cent. 
A unique feature of this operation was the setting aside of these 
duties in a special fund to be known as the “Mediterranean 
Fund.” The proceeds were to be used solely for the prosecution 
of the war against pirates. 

Because receipts were in excess of expenditures (except in 1809) 
during the years from 1801 to 1811, inclusive, and because there 
were no other extraordinary demands on the Treasury, the country 
was able to keep clear of other long time obligations. The total 
receipts for the twelve yeare just mentioned amounted to $144, 
976,000, and the total expenditures were $96,768,000. This favor- 
able condition made possible a rather large reduction of the public 
debt. As a matter of fact, the debt which stood at $83,000,000 in 
1801, became $45,200,000 in 1812. During these years, receipts 
from customs constituted more than 90 per cent of Treasury 
income. 

The war of 1812 put the country in need of the first great piece 
of public financing since the funding of the original debts. Al- 
though war with England had been in prospect for several years. 
Congress had made no preparations for the emergency. Fortu- 
nately the national debt had been greatly reduced, the credit of 
the country was good, partly due to the plans of Hamilton, and 
the ultimate prospects for the expansion of wealth and industry 
were almost unlimited. In these things there was strength. 

The statesmen of the time leaned to the idea that the proper 
method of financing a war was largely through borrowing. Condi- 
tions of the time bore them out, at least partially, in this assump- 

United States Statutes at Large, II, 246. 
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tion. War itself was a burden and taxation would have been an 
added weight. In war time, shifts of capital would occur from 
groups of industnes to other groups, for a time throwing old 
industnal relations out of balance. Vanishing industries would 
not supply income, and the newer ones would require time to 
develop to the point where they could supply financial resources to 
the government. Both commercial and industnal incomes were 
destined to decline for a time. How soon they would be able to 
make contributions for government support was a matter of 
speculation. Hitherto, the country had supplied itself mainly 
from customs duties and excises. Import duties would be seriously 
affected in time of war. They might be raised, but no adequate 
supply of government income could be expected from that source. 
These were some of the ideas current at the time. 

In his Report on the state of the Finances, communicated to 
the Senate on November 7, 1807, Albert Gallatin, the Secretary 
of the Treasury, expressed himself at some length on methods of 
financing a war. An interesting feature of his report was his 
attitude on a war chest as applicable to the United States. He 
said: “A previous accumulation of treasure, m time of peace, 
might to a great degree defray the extraordinary expenses of war, 
and diminish the necessity of either loans or additional taxes. It 
would provide, dunng periods of prosperity, for those adverse 
events to which every nation is exposed, instead of increasing 
the burdens of the people at a time when they are least able to 
bear them, or of impainng, by anticipations, the resources of 
ensuing generations.” To the argument that this policy would 
lock up funds where they could not be used for industnal purposes, 
Gallatin replied: “The public moneys of the United States not 
being locked up and withdrawn from general circulation, but, on 
the contrary, deposited in banks, and continuing to form a part of 
the circulating medium, the most formidable objection to that 
system, which has, nevertheless, been, at times, adopted with con- 
siderable success in other countries, is thereby altogether re- 
moved.”^'* 

If Gallatin's reasoning does not seem orthodox by the present 
methods of approach to war finances, he may be forgiven partly 
because he believed that the isolated position of the United States 
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rendered it safe from serious invasion, and partly because he 
thought that naval expenses could be kept to relatively small 
figures. He had no conception of the great cost of a war machine 
today. 

With respect to other measures, he was of the opinion that a 
maritime war would keenly affect the resources of indiwduals; 
commercial profits would be curtailed; the loss of foreign markets 
for agricultural products would be serious. “The reduced price of 
articles exported from the United States will operate more heavily 
than any contemplated tax ... It seems to follow that, as far as 
relates to America, the losses and privations caused by the war 
should not be aggravated by taxes beyond what is strictly neces- 
sary.”^'* He asserted also that the credit of the United States 
Government, both at home and abroad, was unimpaired, and that 
a reasonable amount of borrowing could be done on favorable 
terms. In addition, due to a prospective decline in business, banks 
could lend to the federal government a considerable portion of 
their capital stock. 

He then gave in some detail taxes which might be imposed; 
the duty on salt and the Mediterranean duties might be revived; 
duties on imports could be greatly increased. He saw objections 
to direct taxes “ansing from unavoidable inequality, produced by 
the uniformity rule of the Constitution ” He thought that in spite 
of the relative differences in wealth the tax “must be raised in 
proportion to their relative population.”^® He expressed similar 
views in his report of December 10, 1808.^® 

His forecast with respect to foreign commerce turned out to be 
true. Imports which amounted to $77,000,000 in 1812, dropped to 
$22,000,000 in 1813 and to $12,900,000 in 1814. In 1812 exports 
amounted to $38,500,000; they were $6,900,000 in 1814. The de- 
cline of this trade weighed heavily on the commercial and agri- 
cultural classes. It probably backed up on domestic industries, 
reducing the capacities of the people to stand a heavy load of 
taxation. 

If for no other reason, these conditions suggested borrowing. 
Even before the declaration of war in 1812 against England the 
surplus of former years had begun to turn to deficit. A Loan Act 
of March 2, 1811, authorized the President of the United States 

, p. 248 
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to borrow not in excess of $5,000,000 at a rate not to exceed 6 per 
cent. The funds were to be used for “any public expense which 
may be authorized by law.”^" The certificates of stock were to be 
sold at auction, but none of the stock was to be sold at less than 
par. The sinking fund was again brought to the fore. The act 
provided that as much as needed of the $8,000,000 fund should be 
pledged for the payment of principal and interest on the stock. 
This act was the beginning of a series of measures which included 
further loans, the issue of treasury notes, the advance in prac- 
tically all the duties, and finally, the use of direct taxes on real 
and personal property. 

The following year, March 14, 1812, Congress authorized 
another loan, this time amounting to $11,000,000. Again the 
rate was not to exceed 6 per cent, and the stock was not to be sold 
below par. By that time. Congress began to realize that a prompt 
liquidation of loans was out of the question. Thus it was provided 
that the sum could be paid at any time after twelve years, dating 
from January 1, 1813.^’ 

Six loans subsequent to the one of March 2, 1811, aggregated 
$62,500,000. Meanwhile, the credit of the country had begun 
to undergo strain. In the loan of February 8, 1813, it became 
necessary to abandon the policy of accepting bids at no less than 
par. The Secretary of the Treasury was under pressure to offer 
still better terms in the $25,000,000 loan of February 24, 1815. 
The proposed issue was far too large for the market to absorb at a 
rate which would satisfy the Secretary. In the words of F. W. 
Campbell, who had succeeded Gallatin, “A loan of ten million 
dollars was considered as more likely to prove successful, than if 
an attempt was made to obtain the whole amount of $25,000,000 
at once.” While the offers amounted to about $11,900,000, some 
$2,600,000 was at prices less than 88 per cent of par, and $1,183,000 
at less than 85 per cent. The Secretary was forced to compromise. 
Bids which were accepted at eighty-eight contained the provision 
“that if terms more favorable to the lenders should be allowed 
for any part of the $25,000,000 authorized ... the same terms 
should be extended to those holding stock of the ten million 
loan.”^® For the offer of the second installment of the loan on 
August 22, 1814, for $6,000,000 some bids were at less t.ha.ri 80 

United States Statutes at Large, II, 656. 
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per cent. These are only a few of the difficulties that were en- 
countered with the loans toward the end of the war. 

Possibly one reason for the poor showing of the offerings was 
the unwillingness of investors in the New England section to 
participate. Jefferson's policy had been unpopular in that section. 
The embargo, the non-intercourse act, and then the war itself, 
stirred the hostility of that section. Foreign trading, one of the 
main lines of activity, had been seriously curtailed by the policies 
of the administration. Professor Davis R. Dewey stated that 
“New England carried its opposition to the extreme point; of the 
$41,010,000 borrowed by the government exclusive of treasury 
notes and temporary loans up to the end of 1814, it contributed 
less than $3,000,000. The government also suffered in not being 
able to engage the co-operation of any strong banking institution, 
and the loss of the United States Bank was now distinctly felt.”^° 

The great need for funds, coupled with the inability to borrow 
at favorable rates forced upon the federal government another 
method of obtaining income — the issue of treasury notes. In the 
face of considerable congressional opposition, the first issue was 
authorized by the Act of June 30, 1812. The shade of inflation of 
the Revolutionary War still haunted the members. No one who 
had lived through the experiences of the Continental Currency 
or Bills of Credit period could soon forget the unfortunate con- 
sequences that attended their issue. Thus it was feared that the 
use of treasury notes, once adopted, would run to the bitter end 
of depreciation. 

The issue was not to exceed $5,000,000, and was to be redeemed 
in one year. Notes bore interest from the day of issue at 5% 
per cent, payable to the owner of the note. This paper was to be 
used for the purchase of supplies and for the discharge of the debts 
of the United States Government and was to be paid to such 
creditors “as may choose to accept such notes.” Payment was to 
be made at par. They were to be receivable “everywhere” in pay- 
ment of all duties and taxes laid by the United States — a device 
which helped to remove them from circulation. The commission- 
ers in charge of the sinking fund were authorized to purchase 
these notes “in the same manner as of other evidences of public 
debt.”^^ 

2 “Dewey, Davis R. Financial History of the United States, lltli ed. New 
York: Longmans, Green and Co., 1931, p. 133. 
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This was only a beginning. Before the pressing needs of the 
Treasury had been satisfied five other issues were authorized, the 
last bearing the date of February 24, 1815. All in all, some 
$36,600,000 were issued. Since the notes of later issues replaced 
those of earlier date, the total of all issues was never outstanding 
at any one time. The amount still current on January 1, 1817, 
was $3,450,000. The denominations of these notes varied from 
issue to issue. Those of the last were as low as $3.00. The condi- 
tions of issue tended to promote their early retirement. For 
example, the Acts of December 26, 1814, and of February 24, 1815, 
made them fundable. The gradual improvement of public credit 
after the war encouraged conversion. Thus notes still outstanding 
were rapidly funded into interest bearing government stock, as 
government securities at that time were called. 

The third source of income was taxation. In spite of early 
opposition to this method of raising revenue. Congress was forced 
into it. As early as July 22, 1813, Congress provided a system of 
direct taxes on real and personal property and of other internal 
duties. The act provided an elaborate districting of the United 
States, with assessors and collectors to handle the tax machinery. 
Taxes were to be laid on “the value of land, lots of ground with 
their improvements, dwelling houses, and slaves,”-^ and other 
items Internal revenue duties were further increased by the Acts 
of December 15, 1814, and January 15, 1818. LeAues on in- 
heritances and incomes were proposed at this time but no law to 
that effect was ever actually enacted. 

Both the war and the method of handling public finances 
proved to be an expensive undertaking for the country. Whether a 
better system of debt management was possible under existing 
political and economic conditions is a debatable question. But 
there is no doubt about the cost. With respect to later loans, the 
nominal rate was not the real rate. A large volume of government 
stock was sold at a discount. In this connection. Professor Dewey 
stated that, “At the close of the war, when the public credit rose, 
the last war loan, authonzed on March 3, 1815, was more success- 
fully negotiated at an average discount of little less than 5 per 
cent. The total loss to the federal government in disposing of its 
loans during the war period, 1812-1816, was enormous; in 1830 
the Committee of Ways and Means of the House of Representa- 
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lives estimated that for loans of over $80,000,000 the Treasury 
received but $34,000,000 as measured m specie.”-''* 

Between 1812 and 1816, the national debt nearly trebled, 
mainly as a result of war operations and internal improvements, 
chiefly road and canal building. In the latter year, the debt stood 
at $127,300,000, the highest in the history of the country up to 
that time. It could hardly be claimed that the debt was anything 
of a burden. Partly as a result of the war itself, a new set of eco- 
nomic forces had been put into operation which eventually stimu- 
lated industrial expansion, enhanced the wealth of all classes of 
people, and laid the basis for a firmer prosperity than the country 
had experienced previously. For one thing, the attention of in- 
dustnal leaders was directed more to manufacturing than ever 
before; foreign trading lost something of its old prestige; waves of 
immigrants spread over the country; internal development be- 
came the order of the day, first in the form of roads, then canals, 
and later railroads, and finally the founding of new manufactures 
to serve the needs of the growing population. 

These were among the factors which not only increased the 
wealth of the people — and incidentally augmented their demands 
upon government — but at the same time, afforded an ever increas- 
ing income which could be used for the support of new government 
spending. 

Some new financial problems lay immediately ahead. Since the 
termination of the First United States Bank in 1811, the federal 
government had been handicapped in handling its fiscal affairs. A 
Second United States Bank was chartered in 1816 for another 
period of twenty years. From the point of view of the federal 
government, this second institution could render a great many 
services. It could receive and transfer revenues; act as a depository 
for the funds of the federal government; aid the Treasury in 
handling the debt; and, in general, act as fiscal agent for the 
federal government. 

A Nation Without Debts. If the flood of goods which moved 
into the country from Europe at the close of the war caused hard- 
ships for the new manufacturers, it did proidde an increase in 
income for the federal government, because of greatly increased 
import duties. Imports jumped from $12,900,000 in 1814 to 


23Dewey, op, cit , p. 134. 
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$113,000,000 in 1815, and to $147,000,000 in 1816. Exports rose 
from $6,900,000 in 1814 to $81,900,000 in 1816. 

Whereas, year after year, the export trade was well maintained, 
import commerce could not keep the pace set by the exceptional 
years named above. One cause for the large inflow was the release 
of pent-up English goods which were again free to seek markets 
in this country. But the protective tanffs of 1816, and later of 
1824 and 1828, put this trade under some handicaps by discourag- 
ing imports. 

In 1816, the Treasury was in possession of a surplus in excess 
of $16,000,000, and of over $13,000,000 the following year. Much 
of these sums was applied either directly or indirectly to the reduc- 
tion of the national debt. By an Act of March 3, 1817, Congress 
directed that $10,000,000 from the proceeds of the sale of public 
lands, and from customs, tonnage, and internal revenue duties 
should be appropriated annually to the sinking fund. In 1817, an 
additional $9,000,000 was appropriated to that fund for that year. 

In the reorganization of the finances after the war, the sinking 
fund came in for its share of reform. Thus it was said that in the 
redemption plan of 1817 the sinking fund reached almost the 
extreme of simplicity. It is true that the payment on behalf of 
the public debt still went into a separate account, and was payable 
in theory to a special board. But the cunning and complicated 
apparatus of Hamilton's wise debt management plans and the 
English financiers had been forgotten. There was no fixed pay- 
ment on account of the principal of the debt, no involved appro- 
priation, no sinking fund composed of specific items of revenue, no 
contract with the creditors, no automatic purchasing machinery, no 
borrowing on behalf of the fund, no hoarding of paid-off debt, and 
no payment of interest on outstanding government securities. 

In its large appropriations of 1816 and 1817 toward the pay- 
ment of the public debt, it turned out that Congress was a little 
too optimistic about the future. A bnef period of hard times 
was ahead. The crisis of 1819, and the aftermath, hung over the 
country for several years. Surpluses turned into deficits. Adding 
to the difficulties was the fact that several million dollars of public 
debt fell due in this period. Two small loans were necessary, one 
authorized on May 15, 1820, and another March 3, 1821. With 
the return of better times after 1822, surpluses again appeared, 
and the debt began its long trek downward to final extinction in 
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1836-37. The debt dropped somewhat below the $100,000,000 
mark m 1819; it was $48,500,000 in 1830, about $7,000,000 in 1833, 
and was paid off entirely m January, 1835. 

In this there was realized one of the ideals contemplated by 
Thomas Jefferson. In his message to Congress on December 15, 
1802, he envisioned the time when the United States Government 
would be free from debt. He said, “"^Tien effects so salutary 
result from the plan you have already sanctioned; when merely 
by avoiding false objects of expense we are able, without a direct 
tax, without internal taxes, and without borrowing to make large 
and effectual payments towards the discharge of our public debt 
and the emancipation of our prosperity from that mortal canker, 
it is an encouragement, fellow citizens, of the highest order to 
proceed as we have begun in substituting economy for taxation, 
and in pursuing what is useful for a nation placed as we are, rather 
than what is practiced by others under different circumstances.”-"* 
Jefferson again referred to this subject in his annual message 
of December 2, 1806. Thus he inquired: “To what other objects 
shall these surplusses be appropriated?” His opinion was that 
“Their patriotism would certainly prefer its (import duty’s) con- 
tinuance and application to the great purposes of public improve- 
ment as it may be thought proper to add to the constitutional 
enumeration of Federal Powers.”-^ He spoke with a great deal of 
enthusiasm of the founding of “a national establishment for 
education” as a proper use for some of the surplus.^® 

In 1835, however. Congress was ready with a different plan. 
It is outside the realm of our present discussion to present the 
controversies which arose over proposed methods of distributing 
the national surplus among the states. Suffice it to say that a plan 
was worked out whereby the surplus in the Treasury on January 1, 
1837, should be “deposited” with the several states in proportion 
to their representation in the House and Senate. The word 
“deposit” was a fiction to get around constitutional objections to 
distribution of these surplus funds among the states. 

But in their ideas of distnbution Congress had again, as on 
previous occasions, failed to take the fortunes of the future into 
account. With 1837 came a business crisis with its me"vitable train 

* ^Richardson, James D. A Compilation of the Messages and Papers of the 
Presidents ("Washington, D. C : U. S. Government Printing Office, pub. by 
authority of Congress), 1898, 1, 345 
*6J6td., p. 408. 
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of shrinkages of all kinds of incomes, those of the government in- 
cluded. Deficits began to appear m 1837, and with the exception 
of 1839, became the usual round of Treasurj- historj’ during the 
next six years or more. 

To complicate matters, m anticipation of continued good times. 
Congress had appropriated funds for various enterprises, and 
these commitments could not be rescinded. Borrowing was the 
only way out. The first expedient was the issue of treasury notes. 
Some eight different acts provided for that kind of loan, with an 
aggregate sum of about $47,000,000. The notes were of denomi- 
nations as low as $50. They bore interest and were receivable in 
payment of all debts to the United States. Congress evidently 
thought the emergency would be of short duration for the notes 
were payable in one year. In 1841, a new policy was adopted. 
Two subsequent loans (April 15, 1842, and March 3, 1843) were 
designed to cany out the new policy. The purpose then became 
that of funding the outstanding notes and raising new funds by 
borrowing on longer terms than one year. This shift made a change 
in the records of the Treasury. The outstanding obligations then 
appeared as debts which rose to $15,000,000 in 1842 and to 
$26,800,000 in 1843. 

That amount changed little over the next four or five years. 
Thereafter, the financing of the Mexican War of 1848 caused ar 
increase in the federal debt. The new financing took the form of 
treasury notes and government stock. “All of these loans were 
placed at par and a portion yielded a premium aggregating over a 
half million dollars. This success may well be compared with the 
financing of the War of 1812, when loans in stock were sold with 
difficulty and at a discount and treasury notes were depreciated. 
The ease of the Treasuiy^ was due not so much to a wiser intelli- 
gence as to the great increase in wealth of the country and to the 
advance in government credit.”^’’ 

Fiscal Conditions of 1860. The beginning of the Civil War in 
1861 found the North in a much better condition than the South 
to withstand the strain of a conflict of considerable magnitude. 
As between the North and South at that time, the former had 
most of the population, manufacturing, railroads, natural re- 
sources and other forms of wealth. In his report of Jubj- 4, 1861, 
Secretar y of the Treasury, Salmon P. Chase, estimated that “the 

*’Dewey, op. cU., p. 255. 
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proportion of the property of both descriptions (real and personal) 
in the United States, excluding those at present under insurrection, 
is $10,900,758,000, of which sum $7,630,530,605 represents, accord- 
ing to the best estimates, the value of the real, and $3,270,227,404 
the value of the personal property.”"^ About 90 per cent of the 
real property and 70 per cent of the personal, according to value, 
was in the northern states. This latter section was the location 
of most of the manufacturing industries, and upon its ports was 
concentrated by far the larger portion of the incoming and out- 
going commerce. The diversification of sources of income and of 
enterprise in the North, as compared to the South, further added 
to the contrast in productive strength. 

The estimates of Secretary Chase, with respect to govern- 
mental needs, and his ideas as to “ways and means" of meeting 
those needs, were contained in his report of July 4, 1861. The 
whole amount needed for the fiscal year of 1862 was estimated 
as follows:^® 

To satisfy appropnations for former years 

yet unpaid . . . $ 20,121,880 70 

To satisfy appropriations already made for 

the fiscal year, 1862 52,588,989 38 

To satisfy appropnations required for new 

exigencies 217,168,850 15 

To pay treasury notes due and becoming due 12,639,861 64 

To pay interest on proposed new debt . 9,000,000 00 

Total required by existing appropriations and 

new exigencies . . . . $318,519,581 87 

It is evident from this statement that the Secretary was speaking 
in much larger terms than any of his predecessors. Of the “exigen- 
cies,” some $185,296,000 was for the War Department and 
$30,609,000 for the Navy. 

Apparently the prevailing opinion at that time was that the 
conflict would be of short duration. In the words of the Secretary: 
“It is hardly to be doubted, moreover, that the great body of 
citizens of the states . . . will, ere long, become satisfied that order 
and peace . . . are preferable to the disorder and conflict and 
insecurity necessanly incident to attempts to subvert govern- 
ment . . This idea colored the early fiscal plans of the federal 
government. 

*®Senate Executive Document, No. 2, 37th Cong., 1st Sess., p. 9. 

«Ibid,p 5. 
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Ways and Means. The Secretary of the Treasury had lus own 
ideas as to the proper method of financing the Ci\nl War. Of the 
aggregate given above, he was of the opinion that not less than 
$80,000,000 should be provided by taxation, and that $240,000,000 
should be sought through loans. He thought that, in every sound 
system of finance, taxation should provide for the ordinary de- 
mands, for the punctual payment of the interest on the loans, and 
for the creation of a gradually increasing fund for the redemption 
of the principal of the debt. To that end, additional taxation 
would be necessary. 

Chase assumed that not less than $80,000,000 would be re- 
quired from taxation for the fiscal year of 1862. To be on the safe 
side, he preferred a larger amount. Three new, or additional, 
sources were possible: increased duties on imports, direct taxes 
on personal and real property, and internal duties or excises. At 
the rate of productivity of that period, the then existing import 
duties did not supply income enough. They would have to be 
raised. Some articles which were lightly taxed would have to be 
made to bear more; others which were not taxed at all would have 
to be put under levy. Chase also suggested a duty of two and 
one-half cents a pound on brown sugar, three cents on clayed 
sugar, four cents on loaf and other refined sugars, two and one- 
half cents a pound on syrup, six cents a pound on candy, six cents 
a gallon on molasses, five cents a pound on coffee, fifteen cents 
a pound on black tea, and twenty cents a pound on green tea. 
From these he expected a return of $20,000,000.^° He proposed, 
also, a duty on certain articles then exempt. 

To make sure that governmental needs were covered, he sug- 
gested that $20,000,000 be raised by direct taxation on real estate 
and personal property. By constitutional provisions such taxation 
would have to be apportioned, but he saw no great difficulties 
in that requirement. Proposed taxes were to be levied on bank 
notes, spring carriages, silverware, jewelry and legacies. He was 
anxious that Congress should make “such full provision of annual 
revenue as will manifest to the world a fixed purpose to maintain 
inviolate the public faith . . Chase added that possibilities 
existed for a more economical conduct of government. Savings 
could be effected by a 10 per cent reduction of wages and salaries 
paid by the government; further savings could be made in the 
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abolition of the franking pnvilege, and by the reduction of postal 
expenses. 

But even this extensive system of taxation and economy would 
not put the government m possession of the revenue to supply its 
needs. He advocated a “national loan” of not less than $100,000,- 
000 in the form of treasury notes bearing 7.3 per cent interest. In 
addition, he suggested bonds or certificates of debt, not exceeding 
an aggregate of $100,000,000, payable twenty years after date, 
and bearing interest not to exceed 7 per cent. Some of the loan he 
thought might be floated in Europe. And still further, he advo- 
cated two other issues, mainly treasury notes bearing small in- 
terest, the two together amounting to $50,000,000 — in all borrow- 
ing to the extent of $250,000,000.®^ 

The problem of the sale of these secunties presented some 
trouble; but Chase thought this question could be solved by sales 
through the Treasury at Washington, at other government deposi- 
tories, and at selected post offices. At that time, there was no 
adequate organization for the distnbution of securities whether 
of government or industrial. The suggestion of Chase seemed to 
be the best available method. Later, when large Ipans were to be 
floated, it became necessary to place the distribution in the hands 
of pnvate bankers who developed an organization of their own. 
Jay Cooke became an outstanding representative of this type of 
distribution. 

Congress responded only partially to the Secretary’s recom- 
mendations. A few additions were made to tariff rates, excise and 
income taxes were imposed, but at rates which would not yield 
the revenue that Chase requested. The loan plan was largely 
accepted. In the loan bills of July 17, 1861, and of August 5 of 
the same year. Congress authorized the Secretary to borrow 
$250,000,000 in three-year treasury notes bearing 7.3 per cent 
interest, or in twenty-year bonds at a rate not above 7 per cent. 

Almost from the start, the loan policy of the Treasury ran into 
trouble. Chase had made a good beginning in seeking the co- 
operation of the leading banks in the eastern cities. A controversy 
soon arose, however, over an Act of August 5, 1861, which was 
supposed to “suspend the operation of the sub-treasury act so as 
to allow the Secretary to deposit public money in solvent specie- 
paying banks and to withdraw it at his own convenience and 

^^Senate Ex Doc No 2, S7th Cong , 2nd Sets., p. 8. 
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pleasure for the payment of public debts. In short, he was per- 
mitted to handle the proceeds of the three loans in whatsoever way 
he pleased.”'^^ Chase, however, contended, “upon his authority 
as finance minister, and from his personal knowledge of its purpose, 
that the act had no such meaning or intent.” 

The bankers’ point of view is expressed in the following state- 
ment: “The problem for the banks to solve was, how could the 
available capital be drawn from the people and devoted to the 
support of the government with the least disturbance to the 
country, and by what means could arms, clothing, and subsistence 
for the army be secured in exchange for government credit. As 
these transactions were simply home exchanges, bank checks, 
deposits and transfers, the ordinary instruments of trade were the 
best means for effecting them. To transact this business the most 
effectively, the preservation of a specie standard by the banks was 
necessary, and this end in turn necessitated the least possible 
change in the coin reserve.”®^ In short, the bankers’ idea was that 
they should retain their coin reserves, and not pay them into the 
federal treasury, and that public funds arising because of the loans 
should be deposited m the banks subject to draft from the govern- 
ment. Apparently, Secretary Chase entertained different ideas. 
In this connection, Professor Dewey said: “It may at least be 
admitted, without attempting to locate the blame, that the first 
material mistake in the management of the war finances occurred 
when the government declined to use the bank check and the 
cleanng house.” 

Factors other than those related to the controversy between 
the Secretary and the banks were involved in the difficulties in 
which the Treasury found itself in the latter part of 1861. For 
one thing, it was becoming evident that the war would not be of 
short duration. No one could guess what the ultimate financial 
needs would be. In his report on December 9, 1861, Secretary 
Chase estimated that “the public debt on the 1st of July, 1863, if 
the war is protracted until that time, on the scale of expenses 
contemplated by the estimates, will be in round numbers, nine 
hundred millions of dollars.”^® 

Already funds were being withdrawn from the banks for the 


“'•Dewey, op. at., p. 282 

••Bplles, Altert S. The Finanaal History of the United States (New York; 
D. Appleton and Company, 1886), III, 25. 

^‘Senate Ex. Doc. No. $, S7th Cong., 2nd Sees., p. 23. 
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purpose of hoarding. The specie reserve was declining. Income 
from taxes had been far below the expectations of the Treasury, 
and borrowing had failed to produce the needed sums. It was m 
this atmosphere of discouragement that the banks suspended 
specie payment on December 30, 1861. As a matter of course, the 
government was forced to follow suit. 

The Issue of Greenbacks. The problem of the immediate 
moment was to obtain the income which the Secretary estimated 
would be necessary to supply the needs of the federal government. 
The Act of February 25, 1862, was in response to those needs. It 
provided one of the most significant bits of financing of the Civil 
War period. Among other things, it authorized the Secretary of 
the Treasury to issue $150,000,000 of United States notes, legal 
tender non-interest bearing, payable to the bearer at the Treasury 
of the United States. Chase was permitted to issue the notes “at 
such denominations as he may deem expedient,” but not less than 
$5.00. Of this issue, $50,000,000 was in lieu of the demand treasury 
notes authorized by the Act of July 17, 1861. The legal tender 
conditions were important. The law required that these notes 
should be received “in payment of all taxes, internal duties, 
excises, debts, and demands of every kind due the United States, 
except duties on imports, and of all claims and demands of every 
kind whatsoever, except for interest on bonds and notes, which 
shall be paid in coin.” These notes were to be “a legal tender in 
payment of all debts public and private,” except, as indicated 
above, pajment of import duties and interest on the public debt. 
In such cases, coin was to be the medium of transaction. All this 
signified that the United States notes were tantamount to a 
forced loan upon the people without interest — a debt of the United 
States; a form of indirect taxation through inflation. 

The act of February 25, 1862, also contained a provision to the 
effect that holders of $50 notes, or multiples of the denomination, 
could deposit the same with the Secretary of the Treasury and 
receive a certificate of deposit upon which could be issued bonds 
of the United States bearing interest at 6 per cent and redeemable 
at the Treasury after five years.®® Evidently that provision was 
designed to inspire faith in the ultimate payment of these notes, 
to prevent their decline in value in terms of gold, and to guard 
against the unfortunate effects on prices by change in their value. 

United States Statutes at Large ^ XII, 346. 
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This act contained also a sinking fund provision. It required that 
there should be set aside annually a special fund to be used in 
payment of interest on the debt, and eventually to liquidate the 
principal. In addition there was to be purchased each year 
government bonds equal to the annual interest on bonds previously 
bought for the sinldng fund.®^ Further, in the same act, the 
Secretary was authorized to issue bonds not to exceed $500,000,- 
000, redeemable at the pleasure of the United States after five 
years, and payable in twenty years. The interest rate was to be 
6 per cent. 

The issues of 1862 turned out to be only a first installment of 
greenbacks. Two others followed. Some changes in wording 
appeared in the Act of July 11, 1862, which brought out the 
second issue. These notes also were made legal tender, non-interest 
bearing, and payable to bearer. But the Secretary was authonzed 
to make the notes of “such denominations as he may deem ex- 
pedient,” except that he was prohibited from issuing fractional 
currency. The issue amounted to $150,000,000. 

Once more, by the Act of March 8, 1863, Congress enlarged the 
issue of greenbacks by $150,000,000. But this act changed the 
policy for redemption and payment. Holders of notes of the issues 
of February 2, 1862, and of July 11, 1862, were authorized to 
present them for conversion into bonds on or before July 1, 1863. 
Thereafter, the right to exchange was to cease.®® Thereby the 
United States notes became legal tender, non-interest bearing, non- 
convertible obligations of the federal government. 

The serious effects of the issue of greenbacks were not immedi- 
ate, but, eventually, there was a marked changed in the relation of 
that type of money to gold, to commodities, wages, salaries, and 
to all payments made in terms of that currency. One problem of 
the depreciation of the paper was its relation to gold. The average 
price in gold of one hundred dollars in currency, in the New York 
market, was $98 in January, 1862; it dropped to $76 in December 
of that year, to $66 in December, 1863, and to $44 in December, 
1864. The value of the notes, in terms of gold, began to rise toward 
the end of the Civil War, but they did not reach par with that 
metal until the approach of resumption of specie payment on 
January 1, 1879.®® 


>UbU , p. 532. 

United States Statutes at Large, II, 711, 

3®Paper currency was quoted at par on December 17, 1878. 
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Of course, it was the changes in pnce levels that primarily 
concerned the people. Professor Wesley C. Mitchell summarizes 
one of his studies with this statement. “It has been shown that 
the real income of wage-earners was seriously affected by the 
changes in cost of living and money wages. It may also be inferred 
from the tables that the economic welfare of all recipients of fixed 
incomes was altered more than once. Analysis would also show 
that the dissimilar fluctuations of wholesale prices and of wages 
must have influenced profits. And if data were at hand to show 
variations in the rates of interest on long and short term loans it 
would appear that lending capitalists, like other classes, had their 
share in the vicissitudes of the period.”*“ 

From the point of view of government operations, one of 
the most serious effects of the greenbacks was a great increase in 
the cost of the Civil War The government was the largest 'single 
buyer in the country of commodities and services. The cost of 
both advanced with the depreciation of the money. Whether the 
loss was offset by the use of interest-free money, that is to say, 
the legal tender non-interest bearing United States notes, is an 
impossible question to answer. To this day, some $346,000,000 
of greenbacks are current although they are now being liquidated 
and will soon disappear as one of the forms of currency. The 
immediate results are easier to estimate. Thus it has been said 
that “the total effect of paper issues in increasing the cost of 
the war has been estimated at between $528,000,000 and $600,- 
000,000; even this large amount is small compared with the 
burdens which inflated prices placed upon the people in the ordi- 
nary relations of trade and industry.”^^ 

It might be asked, why did the government embark upon such 
an expensive policy? Could not the results have been foreseen? 
For one thing the administration labored under the delusion that 
the war would not last long. Then, the failure to put tax machinery 
into operation promptly deprived the government of funds which 
were urgently needed at the start of the conflict. Mistakes in loan 
policy contributed to the difficulties. In the face of pressing 
emergencies, the issue of greenbacks provided an immediate way 
out of the embarrassing perplexities. The privilege of converting 
greenbacks into bonds might have forestalled some subsequent 

*'>Gold, Prices, and Wages under the Greenback Standard Berkeley: The 
California University Press, 1908, p. 283. 

‘‘Dewey, op cit., p. 293. 
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evils, but, the policy of conversion was abandoned. That turned 
out to be a serious mistake. Conversion would, in time, have 
removed the notes from circulation. But the Secretary felt that 
the conversion privnlege handicapped the sale of bonds. Congress 
accepted his recommendation.'*- 

More Loans. The cost of the Civil War continued to increase 
During the first quarter of the fiscal year of 1863 the Treasury 
had already disbursed over $111,084,000. The estimate for the 
three remaining quarters was $672,843,000. Expenditures to the 
first of July, 1864, were placed at $1,095,413,000.^® Since the 
main reliance was on loans the Secretary called upon Congress to 
make further grants. From 1861 to 1865, upwards of twenty loans 
were authorized. Some were for large amounts, others were for 
relatively small amounts. Some were to redeem or to replace, in 
whole or in part, previous loans; others looked to ultimate redemp- 
tion over a period from five to twenty years. Again, some were 
sold only at par; others at the market price. During those years, 
some loans were in various stages of redemption; others were to 
stand on the books of the Treasury for a number of years. There 
were long-time loans, interest-bearing notes, non-interest-bearing 
notes, and temporary loans. 

It is evident from the foregoing survey that the Secretary was 
granted rather wide latitude in conducting the affairs of the 
Treasury. Some of this flexibility in management was due to 
necessity, some to design. Secretary Chase had rather definite 
ideas as to how the government fiscal policy should be handled; 
he kept in mind not only the needs of the moment, but the con- 
trollability, notably with respect to future funding. He also 
favored a plan of national distribution, rather than the concen- 
tration of loans in the hands of bankers and capitalists. Possibly 
the latter idea was mingled with the thought of attracting loyalty 
to the cause of the Union. 

The outcome of the fiscal operations of the government for the 
four years (1862-65) was a deficit of $2,619,200,000, the difference 
between expenditures of $3,348,400,000 and receipts of $729,200, 
000. Thus the Civil War produced a new era of debt, and laid upon 
future Secretaries the problem of refunding and consolidating 
the obligations. 

“Senate Ex. Doc. No 1, S7th Cong., Srd Seas., pp. 25 ff. 

*^Hottse Ex. Doe. No. S, S8th Cong., Znd Seas., pp. 6, 7. 
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Marketing of Government Securities. The early idea of 
Secretary Chase was to sell government securities from the Treas- 
ury, from certain government depositories, and from selected 
post offices. In the case of the loans of 1861, he called upon the 
eastern banks to co-operate. With the growing volume of federal 
financing, however, those methods were no longer adequate. 
Throughout the country, funds were available for subscnption, 
but no satisfactory organization existed to locate possible sub- 
scribers and to persuade them to buy. 

In this connection, at that time, “the banker was to a high 
degree a passive agent in the collection of investment capital, and 
secondary or retail distribution was not well developed.”'*'* And 
further, “the sale of the five-twenties was an important step in 
the evolution of business institutions and practices in the United 
States; it was the beginning of a development which in a large 
measure laid the foundations of the American system of security 
distnbution.”^® 

In this development. Jay Cooke was a moving spirit. Cooke 
belonged to the type of men who looked upon failure as an 
opportunity to start again — a typical attitude of the more active 
spirits of his time. His relations with the Treasury were established 
largely through his own activity, combined with some political 
influence. “One is almost awed by Jay Cooke’s nerve,” says Miss 
Larson, in her volume Jay Cooke, Private Banker. “What would 
John Stevens of the National Bank of Commerce, of New York, 
have thought, if a Philadelphia ‘broker,’ with negligible capital 
and a small organization, had been commissioned to sell hundreds 
of millions of government bonds?”^** But that is actually what 
happened. 

Cooke was a believer in advertising, especially to the small 
investor. His victory loan poster of 1865 read “The Working 
Men’s Savings Bank. Night Offices for subscnbmg to the 7-30 
loan,” and then listed a number of places where bonds could be 
bought. He blanketed the country with his agencies — some 2,500 
selling 5-20’s in the loyal states — and treasuries. “Apparently, 
anyone who chose might become a subagent.” Bankers, insurance 
men, real estate dealers, leaders in the community were enlisted 
in the cause. 

“Larson, Henrietta M. Jay Cooke, Private Banker (Cambndge Harvard 
University Press, 1936), p. 119. 

*®Ibid *‘Jbtd., p. 109. 
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Now as to his contracts with the government’ “The terms 
on which Jay Cooke sold the 5-20’s were as follows. He was 
expected to sell a million a day, although he did not guarantee to 
sell any particular amount. He did not have exclusive control of 
the sales; the United States Treasury and designated deposi tones 
were also authorized to receive subscriptions. Jay Cooke was 
given full responsibility for the acts of his subagents, whose 
appointment and management were in his hands, and he had com- 
plete charge of advertising the loan, collecting proceeds of bond 
sales, and of distributing bonds to purchasers. He was allowed a 
commission of half of one per cent on the first $10,000,000 sold, 
and three-eights of one per cent on the remainder, out of which 
all expenses and commissions to subagents were to be paid. He 
had to give bond to cover his responsibility for the funds 
handled.”" 

The National Banking Act. The introduction of the new bank- 
ing system in 1863 was only partly connected with the manage- 
ment of the public debt. On several occasions, Secretary Chase 
had recommended to Congress the adoption of a federal banking 
system. In his report of December 9, 1861, he seemed to have been 
more concerned with the volume of the money of the nation than 
with a potential market for bonds. He stressed the fact that 
existing circulation depended on the laws of thirty-four states 
and of some 1,600 private corporations. He was impressed by the 
fact that the greatest proportion of the circulation of the country 
was furnished by institutions with the least actual capital. “Well- 
founded institutions, of large and solid capital, have, in general, 
comparatively little circulation.”^* 

Chase proposed two plans; “The first contemplates the gradual 
withdrawal from circulation of the notes of private corporations 
and for the issue, in their stead, of United States notes, payable in 
coin on demand, in amounts sufficient for the useful ends of a 
representative currency. The second contemplates the preparation 
and delivery to institutions and associations, of notes prepared for 
circulation under national direction, and to be secured as to prompt 
convertibility into coin by the pledge of United States bonds and 
other needful regulations.”^® He saw the dangers in the first plan. 


p. 120. 

**Senate Ex, Doc. No. S7th Cong., 2nd Sess., p 17. 
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namely, the temptation in times of pressure to issue notes without 
adequate provision for redemption He was inclined to reject this 
plan because he thought that “these possible disorders so far out- 
weigh the probable benefits . . that he feels necessarily con- 

strained to forebear recommending its adoption.” 

The principal features of the second plan, which he favored, 
were: (1) a circulation of notes authenticated by a common author- 
ity; (2) redemption of notes by the banking association; (3j the 
use of United States bonds and specie to secure the redemption of 
the notes. He referred to the fact that the substance of this plan 
had met with success in New York State. 

Chase returned to the same subject in his report of December 4, 
1862, amplifying somewhat the bond security feature. The pro- 
posed associations were to be entirely voluntary, they were to 
invest part of their capital in United States bonds; those securities 
were to be deposited with the “proper officer of the United States ” 
Thereupon they were to receive bank notes. The Secretary urged 
that such measures would, among other advantages, give support 
to the public credit. He anticipated within a few years a bank 
investment in bonds of no less than $250,000,000, and added that 
“a steady market for the bonds would thus be established and the 
negotiation of them greatly facilitated.”'’® Thus, aside from their 
usual banking functions, the associations were to become an aid 
to the government in managing its debt 

In the Banking Act of February 25, 1863, Congress accepted 
most of the recommendations of the Secretary. As was to be ex- 
pected under the circumstances, the first law was more or less of 
an experiment, and subsequent amendments were required. More- 
over, unforeseen conditions arose because of the enormous change 
in economic growth, notably after 1880, when some of the pro- 
visions of the law, even with the amendments became antiquated. 
Hence the introduction of the Federal Reserve System in 1913. 
In spite of early opposition to the National Banking System, 
charters under the new law were taken out rather rapidly. Event- 
ually, purchase of bonds by the banks exceeded the early estimates 
of Secretary Chase. In 1870, the amount held to secure circulation 
was upwards of $340,000,000. 

Refunding of the Debt. With more settled times at the con- 
clusion of the Civil War, conditions were propitious for bringing 

‘“Senate Ex. Doc. No. 1, S7th Cong., Srd Sees., pp. 19 ff. 
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order into the nation’s obligations. Although the interest bearing 
debt in 1865 of $2,217,700,000 seemed to some to be a great 
burden, yet changing economic conditions soon revealed the fact 
that this amount could be discharged in a leisurely manner with- 
out imposing a great weight upon the people or industries. 

The war period in the North had been one of great expansion. 
Good times continued for several years after the conclusion of the 
conflict. Commenting on the business of the time, John Sherman 
wrote to his brother on November 14, 1863, of the wonderful 
prosperity of all classes, especially labor. “We are only another 
example of a people growing rich in a great war. And this is not 
shown simply by inflated prices, but by increased production, new 
manufacturing establishments, new railroads, houses, etc. Indeed, 
every branch of business is active and hopeful. This is not a mere 
temporary inflation caused by paper money, but is a steady pro- 
gress and almost entirely on actual capital.”®^ 

The total foreign commerce (exports and imports combined) 
of 1870 exceeded that of 1860 by upwards of $140,000,000. Dur- 
ing the five years ending in 1875, the annual average of that trade 
exceeded $1,000,000,000 a year. About 1875, the balance of trade 
turned favorable, and for many years large quantities of gold were 
imported from abroad. Railroad building went on at a rapid pace. 
About 22,000 miles were added in the decade from 1860 to 1870; 
and about 40,000 miles during the next decade. In 1880 the 
operated railway mileage reached 93,200, and crossed the 100,000 
mark the following year. These are only a few illustrations of 
the rapidity of industrial growth. Add to this the fact that the 
taxable wealth of the United States (gold basis) was greater by 
$8,000,000 in 1870 than in 1860 and that by 1880 the taxable 
wealth, compared with 1860, had nearly trebled, and it is very 
easy to understand that the government had vastly greater re- 
sources to support its debt than in former years. Thus, so far as 
income producing power was concerned, refunding encountered no 
serious problem. 

The policy from the begnning of the government had been to 
be free from debt as soon as possible. Instances have already been 
cited from the opinion of Thomas Jefferson on this issue.^® In his 
annual message of December 4, 1865, Andrew Jackson expressed 

“Isaac lippincott, Emumic Development of the United States, 3rd ed 
(New York: D. Appleton and Company, 1983), p. 229. 
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the idea that we must not “shrink from devising a policy which 
without being oppressive to the people, shall immediately begin 
to effect a reduction of the debt, and, if persisted m, discharge it 
fully within a definitely fixed number of years.”^^ Again, on 
December 9, 1868, he urged that we should “follow the wise 
precedents established in 1789 and 1816, and without further 
delay make provisions for the payment of our obligations at as 
early a period as may be practicable ” Elsewhere, in the same 
message, he urged that the large amount of capital invested in 
government securities should be released for the reason that it 
was not merely unproductive “but in taxation annually consumes 
$150,000,000, which would otherwise be used by our enterprising 
people in adding to the wealth of the nation.”®* Congress was no less 
eager than the President to provide for the liquidation of the debt. 

The policy of Secretary Chase had been to keep the debt under 
control as far as possible. His long-time loans usually contained 
the option of payment within from five to ten years. In 1870, some- 
thing over a billion and a half of bonds were in position where the 
government could exercise its option. By the Act of April 12, 
1866, Congress provided for the conversion of temporary and 
short-time interest-bearing securities into long-term bonds. 

In his report of December 6, 1869, Secretary of the Treasury 
George S. Boutwell summanzed the debt as follows: “Of the loan 
of January 1, 1861, the sum of $7,022,000 is outstanding, and pay- 
able on the 1st of January, 1871. The loan of 1868, of $20,000,000, 
is payable in 1873. The bonds known as ten-forty bonds, amount- 
ing to $194,567,300, are not payable until 1874. The six per cent 
bonds payable in 1881, amount to $283,677,600. As the bonds 
known as eight-ones and ten-forties, amounting in the aggregate 
to $478,244,900, are not payable and cannot be paid previous to 
1874 and 1881, it is unnecessary to consider them m making pro- 
visions for a new loan The five-twenty bonds, amounting in 
the aggregate to $1,602,671,100, are either redeemable or will soon 
become redeemable, and it is to this class of public debt, and to 
this class alone, that attention should be directed.”®® 

He contemplated a loan of $1,200,000,000, divided into three 
classes of $400,000,000 each, and payable at varying periods. 
Congress was wdlling to make provision for payment, but had its 

^sRichardson, op, ciLj VII, 364. 
p. 679. 

Annual Report of the Secretary of the Treasury. 1869, p. xvi. 
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own ideas about the distribution In the acts of July 14, 1870, 
and of Januarj^ 20, 1871, authority was conferred upon the Secre- 
tary to issue $500,000,000 bonds at 5 per cent, redeemable after 
ten years; $300,000,000 at 4.5 per cent, redeemable after fifteen 
years; and $1,000,000,000 at 4 per cent, redeemable after thirty 
years. The medium of payment was to be “coin.” These bonds 
were made exempt from both national and local taxation. 

Tax exemption was an issue then, as now. Boutwell gave two 
reasons for exempting federal bonds from state and local taxes. 
First, he thought that if the bonds were not exempt “the amount 
of the taxes imposed by the local authorities will be added to the 
interest the government will be required to pay.”®® In that event, 
the nation would be compelled to provide tax income for state and 
local authorities. Second, since the ability to borrow was essential 
to the preservation of government, this power should not be 
impaired, even in times of peace. Thus, he added, “The right to 
use its lawful powers free on any condition, restrictions, or claims 
of another, is an essential condition of sovereignty, and the 
national government should never surrender or qualify its power 
in this particular.”®’ 

At that time, the provision that payment should be made 
“in coin” raised no doubts in the minds of investors as to the 
quality of the metal they were to receive, although some ten years 
later this matter became an important issue. The commercial 
ratio of silver to gold had been relatively stable for many years. 
It was 15.80 in 1835; 15.92 in 1845, and 15.57 in 1870. The great 
floods of silver from the newly discovered American mines did not 
begin to flow into the market until after 1870. By 1875, the ratio 
had declined to 16.64, and by 1880 to 18.05. With the declining 
pnce of silver, those who upheld the cause of the white metal 
insisted upon the “coin” provision that payments on the bonds 
should be made in silver instead of gold. 

In a few years, it became necessary to make provision for other 
Civil War maturities. That was done in the Acts of December 17, 
1873, January 14, 1875, and March 3, 1875. With those laws, the 
funding of the miscellaneous issues of war times was practically 
complete. Whether or not the government would be able to meet 
the payments at the maturing dates was a question which re- 
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mained for the future to decide. Under the various operations of 
payment and refunding, the balance of the interest bearing debt 
of the United States was reduced to $1,709,000,000 m 1880 and 
to $711,300,000 in 1890. 

The Sinking Fund. This device encountered various fortunes 
during the Civil War and in the subsequent period. The provisions 
of the law of February 25 and of July 14, 1870, were not at all 
times strictly observed. To some Secretaries the spirit was more 
important than the letter of the law. Secretary John Sherman 
remarked in his report of 1880 that the provisions of the acts had 
been “substantially” followed. He stated that they were executed 
literally until the panic of 1873, when the shrinkage of government 
revenues rendered it impossible to meet the fund requirements. 
In 1880, some $51,344,500 was due the fund. However Treasury 
administration succeeded in matenally reducing the debt. At 
times, in period of surplus revenue, bonds were purchased in the 
market at a premium. 

New Emergencies. In 1892, the interest bearing debt of the 
federal government reached its lowest point since the Civil War — 
$585,029,000. Over 75 per cent of the Civil War debt had been 
liquidated in twenty-five years. Several new occasions arose, 
however, for adding to government obligations. One of these was 
the troubled state of federal finances after the panic of 1892. 

The catastrophe of 1892 broke upon the country •with great 
severity, leaving a long trail of bankruptcies, and producing an 
aftermath of prolonged hard times. Incomes of every description 
declined. In order to protect its gold reserve, the government was 
forced to issue bonds, varying the program on one ocassion by 
purchasing gold. This policy, coupled with rather reluctant co- 
operation from the banks, succeeded in maintaining metal enough 
in the federal Treasury to tide the government over a difficult 
situation — until better times finally returned. It made necessary, 
however, the addition of some $250,000,000 to the national debt. 
Since that occurred during one of the penods of silver controversy, 
many members in Congress were hostile to the government’s pro- 
gram of maintaining gold payments, and refused to grant authority 
to issue bonds for that purpose. Under such circumstances, the 
administration was forced to adopt the doubtful procedure of 
relying on the authority granted in the Funding Act of 1870, and 
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the Resumption Act of 1875 when the greenbacks or United 
States Notes were made redeemable in gold. 

Another occasion arose for adding to the debt in 1898, with the 
outbreak of the Spanish-American War. This time the govern- 
ment adopted a different policy from that which had prevailed in 
previous wars. On June 13, 1898, Congress authonzed a loan of 
$200,000,000 of 3 per cent bonds. On the same date, it enacted a 
war revenue bill which spread taxes over a great many items, 
presumably adding enough new income to finance war expenses, 
provided the conflict was not of too long duration. Taxes on 
tobacco and liquors were greatly increased; taxes were imposed 
also on banks, brokers, proprietors of places of amusement; also 
stamp taxes on many commercial transactions and on vanous 
types of documents. The list of imposts included legacy taxes, 
distinguishing between direct and collateral heirs, and including 
a provision for progression, according to the size of the estate up 
to 15 per cent. On that occasion, the country enjoyed a new 
experience in the marketing of its obligations. Although the bonds 
were to pay only 3 per cent, they were oversubscribed six or seven 
times. The loan, or at least a part of it, was designed for popular 
subscription, with denominations as low as $20. 

From 1901 to 1916, the interest bearing debt of the federal 
government never exceeded a billion dollars. The financing of 
construction of the Panama Canal from 1904 to 1916 required 
occasional borrowing, but only about one-third of some $400,000,- 
000 required for these works was handled in this way. The coming 
of the World War I, with the heavy burdens which it imposed, 
produced marked changes m the federal finances. 

Summary. When the federal government came into existence 
in 1789 the question arose in regard to its assumption of the state 
debts which had been made previously during the Revolutionary 
War. Dunng that period the states had borrowed large sums on 
their own obligation from individuals and foreign nations to 
finance the war with England. Hamilton contended that since 
these debts were contracted for a common cause, and since the 
federal government shared sovereignty through delegation of 
power from the states that it should assume these obligations. In 
general, his views prevailed with the Congress. The federal govern- 
ment therefore began its existence with a debt which was con- 
tracted before it was organized. 
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The effect of the assumption of this debt by the federal govern- 
ment was immediate. It definitely established the soundness of 
its credit, and made it possible for the central government to 
borrow under favorable conditions in the future. It saved the 
states from the embarrassment of repudiation which undoubtedly 
would have occurred if the federal government had not assumed it. 

Congress immediately devised a rather complicated plan of 
debt retirement and debt management. The excess income from 
tariff duties and excises contributed greatly toward debt payment, 
in 1791, the First United States Bank was organized to assist, 
among other purposes, in management of the public debt. 

The War with England in 1812, sometimes known as the 
Second War of Independence, greatly added to the federal debt. 
It was another case when a war caused the debt which was then 
slowly paid only to be incurred again by a subsequent war or other 
catastrophe, such as has been the experience of this country 
throughout its national existence of some one hundred and sixty 
years. By reason principally of the tanff acts of 1824, 1828 and 
1832, and also because of reduced government expenditures, the 
national public debt was rapidly reduced and in 1836 it was com- 
pletely paid. After that date, surplus funds were distributed 
among the states for public internal improvements. 

But Congress was too generous or too optimistic. Beginning 
almost immediately after 1836 public expenditures rose, chiefly 
because of a series of panics and hard times, and also partly 
because of decrease in revenue, deficits began to appear. 

The federal government was forced to resort to borrowing 
from which it never again extricated itself as a debt-free nation. 

When the Civil War came in 1861, the Treasury was about 
empty; there was no adequate tax system in existence for raising 
large volumes of revenue, and what was almost as bad was the 
fact that the private banks were adamant when asked for a loan. 
It will be remembered that the federal government had severed 
its relations with the private banks in the days of Jackson in 1836 
and had organized the independent treasury system for handling 
its own fiscal affairs. 

Being without money, or a means of raising it by taxation, or 
by loans, and with an expensive war on his hands, Lincoln asked 
Congress for the privilege of issuing irredeemable legal tender, 
United States Notes or greenbacks. Some $450,000,000 of these 
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notes were issued during the Civil War. The resulting inflation, 
greatly added to the over-all costs of the war. The federal govern- 
ment made provisions for the National Banking System in 1863 
to assist in selling United States bonds. 

The CiYil War closed with a large federal debt. It was slowly 
paid until in 1914 it had reached roughly a billion dollars when it 
again began to mount because of World War I. 

The period of national existence prior to World War I presents 
some valuable experiences in debt management. It clearly shows 
that the chief cause of public debt is war and public internal 
improvements. Except in one instance, the federal government 
was never debt-free, and scarcely was the debt substantially 
reduced before it had to be increased. In a few instances, sinking 
funds and reserves were used to good effect, but on the whole 
their effleiency was clearly left in doubt. 

TEXT QUESTIONS 

1. List the various sources of government income. 

2. Why are local governments likely to have the largest funded 
debt in the country? 

3. How did Alexander Hamilton propose dealing with the three 
types of indebtedness facing the country in 1789? 

4. Discuss the terms of the Funding Act of Aug. 4, 1790. 

5. Give details of the Louisiana Purchase financing. 

6. What were the special features of the plans for meeting expenses 
of the War of 1812*? 

7. Show how these arrangements worked out. 

8. Explain the special charactenstics of the financial reorganization 
after this war. 

9. How did the panic of 1837 affect the national debt? 

10. Compare the financial and industrial status of the North and 
the South in 1860. 

11. What were Secretary Chase's ideas for financing the Civil 
War? Give details. 

12. Define the term Greenbacks. How were they used during the 
Civil War? 

13. Explain how Greenbacks increased the real cost of the Civil War. 

14. What was Jay Cooke's place in the marketing of federal se- 
curities? 

15. What were Secretary Chase's arguments in favor of a national 
banking system? 

16. Why was the post-war debt refunding comparatively easy? Be 
explicit. 

17. List the items making up the national debt on Dec. 6, 1869 

18. What complications arose from the term *ln coin", and why? 
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19. How were Civil War bond matunties met between 1865 and 
1890. 

20- What means did the Government adopt for handling the financial 
emergencies of 1892-93? 

21. Give details of the financing of the Spanish-American War and 
the Panama Canal. 

APPLICATION PROBLEMS 

1. Suppose the federal and state governments were to enter upon a 
large joint project, such as the construction of a drainage canal 
or a dam. Would you advise the two governments to issue joint 
bonds upon which they would be liable for the principal and 
interest jointly and severally, or would you think it better for 
each government to issue its own separate obligations? 

2. It has been contended that the federal and state debts are 
burdenless because they merely represent exchanges, both as to 
their creation and payment, between the individuals and their 
governments. Only foreign debts of a government represent actual 
burdens- Can you justify (or condemn) these points of view? 

RESEARCH TOPICS 

1. Make a study of the debt history of your state; of your city or 
other local unit of government. What is the procedure of debt 
flotation; of debt liquidation‘s Is the sinking fund method of debt 
liquidation used in either case‘s If so, with what results? 

2. What can be said for or against gold clauses in private and public 
contracts? Is there any evidence that such clauses in contracts 
have improved the credit standing of the borrowers? Consider 
such cases as Norman v. The B. and O. Railroad, 55 S. Ct. 407 
(1935), and Nortz v. United States, 55 S. Ct. 428 (1935). 
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CHAPTER 14 

THE PUBLIC DEBT (Continued) 

Until the emergency relief financing, beginning about 1933, 
wars and internal improvements were the chief cause of the 
national debt. Thus, through more than one hundred and forty 
years of history of the United States Government, the sequence 
has been the piling up of debt during a rather brief period of 
conflict followed by a rather long period in which the debt has 
been gradually reduced. The law makers of the United States 
have always regarded a public debt as a national burden and 
have set its reduction as one of the important goals of fiscal 
policy. As has been indicated previously, the debts of the American 
Revolution, and of the War of 1812, were entirely liquidated by 
January, 1835. At that time a committee of the Senate forecast 
an annual surplus of upwards of nine million dollars during the 
next eight years, and began distributing the surplus funds among 
the states. 

The Panic of 1837, and the subsequent hard times, upset these 
calculations somewhat; still later the Mexican War made borrow- 
ing necessary; but, even so, at the outbreak of the Civil War in 
1861, the interest bearing federal debt amounted to only 
$64,600,000. It rose to $2,217,000,000 during the war period. 
Then followed the long grind of reducing those obligations, which 
was not entirely accomplished before further additions were made 
because of the Spanish-American War and the World War 1. 

The tax systems of today can be understood only by reference 
to the historical conditions under which they have been developed. 
It has usually been the case that particular kinds of taxes have 
been added to the list of sources without the guidance of a pre- 
arranged plan. What a modem government needs is revenue. 
This need frequently appears in an aggravated form in what are 
called “times of emergency.” Under such conditions, all available 
financial resources are marshalled for government support, 
frequently without too much thought with respect to their 
incidence or burden. 

Debts of the World War I. The World War I, and the dozen 
years thereafter, supplied another chapter in the history of public 
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debt accumulation and management, and of at least partial 
liquidation The period of debt reduction came to an end with the 
beginning of emergency relief spending in 1931. Then followed 
another period of borrowing which lifted the interest bearing 
national debt to over $43,000,000,000 by the spring of 1940. 

In August, 1914, at the outbreak of World War I, no one could 
forecast the immediate, much less the ultimate, effect of the con- 
flict on the domestic and foreign commerce of the United States. 
But it was reasonably certain that imports would decline partly 
because of the shutting off of trade with the central empires which 
were important exporters to the United States, partly because a 
lack of shipping would interfere with our trade elsewhere in the 
world. Federal taxing machinery was geared to the new emergency. 

By the Revenue Act of 1914, duties were increased on fer- 
mented liquors, special taxes were laid on bankers and brokers, 
and use was made of various stamp taxes. In the main, the 
Revenue Act of 1915 extended the imposts of the Act of 1914; 
the law of 1916 not only provided greater variety of sources of 
income, but also considerably increased the rates on existing 
items. Personal income taxes were required to contribute a larger 
share than formerly; inheritance taxes, used on three former 
occasions (1797-1802, 1862-1870, 1898-1902) as an emergency 
source, were again imposed; and an excise tax of 12.6 per cent was 
laid on the net profit of manufacturers of munitions. 

The first income tax under the Sixteenth Amendment was 
imposed m 1913. It was moderate in its exemptions; also in its 
rates of progression. The highest surtax rate, 6 per cent, was 
imposed on net incomes of $500,000 and over. But this new 
resource was shortly to become an important means of revenue, 
the rates being stepped up rapidly in the war revenue acts. By 
the Revenue Act of 1916, the normal rate on mdividuals and 
corporations became 2 per cent instead of one; the graduated 
surtax rates were raised on incomes of $80,000 and over; on net 
incomes of $2,000,000 and above the surtax was increased from 
6 to 13 per cent. Among other changes, the law of 1917 added 
an excess profits tax and increased the rates on inheritance. 

Thus, by the time the United States became a participant in 
World War I, an improved tax machinery had been fairly well 
developed to serve war needs. During the conflict, subsequent 
revenue measures added to existing rates and introduced new 
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tax categories, but immediate needs made the borrowing of large 
sums of money necessary. How much could be absorbed at any 
one time by the general public and by institutions was a question 
both with government officials and with expert banking opinion 

On April 24, 1917, less than three weeks after the declaration 
of war. Congress gave authority to the Treasury to issue 
$5,000,000,000 in bonds. For the following year, the Secretary 
of the Treasury estimated the needs of army and navy at 
$10,000,000,000, and $6,000,000,000 was to be used as loans to 
foreign governments. It is evident from these figures that the 
federal government proposed to deal with vastly greater sums 
than at any previous period in our history; there was no certain 
basis for estimates as to how much the country could absorb, 
and consequently the only recourse was to experiment. But the 
outcome was something of a surprise to the forecasters because 
all the loans were over-subscribed. 

One great advantage which favored the federal government in 
this new emergency was that since Civil War times both public and 
private machinery had been developed for the widespread sale of 
securities. Over the years, large investment houses had built up 
connections in every part of the country, through banks, stock and 
bond houses, and small local dealers in hundreds of cities; in 
addition, the recently organized Federal Reserve System was 
sufficiently well established to aid the Government in marketing 
its securities. The distribution policy was aided further by high- 
pressure selling campaigns featured by extensive advertisement, 
with posters, literature of various kinds, and nation-wide speakers’ 
organizations. 

With respect to borrowing policy, the United States Treasury 
used bonds for the longer-term loans, and treasury certificates of 
indebtedness issued in anticipation of income from the various 
loans In addition, in order to promote thrift, and to encourage 
contributions to war purposes by the smallest class of investors, 
the government developed a plan of subscription through the sale 
of thrift stamps in denominations of twenty-five cents, and of 
savings stamps in denominations of $5 00; these were sold through 
the post offices. In one year, the sale of these debt devices 
amounted in cash to something over $850,000,000, with a maturity 
value of over $1,000,000,000. 

Four issues of bonds were put out during the period of the war; 
they are identified as the First Liberty Loan, etc. The first two 
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appeared in 1917, amounting together to $6,000,000,000, and the 
second two in 1918, amounting to $9,000,000,000. In May of 1919, 
the Victory Loan of $4,500,000,000 was offered. The loans were 
offered on slightly different conditions with varying rates of in- 
terest and with different exemptions as to inheritance, estate, 
and income surtaxes. The Victory Loan, for example, was to 
mature in 1923, and was redeemable in 1922. The great increase 
in tax revenue at the end of the war period justified the expecta- 
tion that this loan could be retired. As on former occasions, the 
Treasury arranged the maturity of the loans so as to provide for 
convenient redemption, or for refunding at low rates. 

The Interest Bearing Debt in 1920. A description of the 
interest bearing debt of the United States in 1920 is shown in the 
following table: 


INTEREST BEARING DEBT OF THE UNITED 
STATES IN 1920 


Rate of 

Interest 

Amount 

2% 

$ 958,000,630 

2^% 

11,539,360 

3% 

78,894,500 

31% 

1,410,074,400 

3i, 4, 4i, 4|% 

20,832,551,470 

5, 5h 5f, 6% 

770,035,000 


$24,061,095,360 


Anticipation Loans. The immediate needs of the federal gov- 
ernment for funds developed more rapidly than income, either from 
taxes or from borrowing. Thus, the government was continually in 
the market for short-time loans, the aggregate of which, from April 
6, 1917, to October 31, 1920, was $28,987,514,500. A summary 
of these operations is given in the table on the opposite page.’' 

War Finance: Conscription of Wealth. When the United 
States entered the World War I in 1917 some American authorities 
advocated the policy of “taxing to the bone.” There is a great 


^Staiishcal Abstract of the United States, 1920, p. 686 



Ch. 14] 


The Public Debt (Continued) 


347 


TREASURY CERTIFICATES OF INDEBTEDNESS 


April 6, 1917, to October 31, 1920 


Issue 

Total Amount 

Loan certificates; 


In anticipation of First Liberty Loan 

Second Liberty Loan 

Third Liberty Loan 

Fourth Liberty Loan 
Victory Loan 

Series of 1920 

Series of 1921 

. $ 868,205,000.00 

2.320.493.000. 00 

3.012.085.500.00 

4.659.920.000. 00 

6.157.589.500.00 

2.360.044.500.00 
461,042,000.00 

Total loan certificates 

$19,839,279,500.00 

Tax certificates: 


In anticipation of income and profit taxes 

1918 

1919 

1920 

1921 

1.624.403.500.00 

3.354.787.500.00 

3.078.030.000. 00 

1.091.014.000. 00 


$ 9,148,235,000.00 


difference in reasoning among those who have discussed the 
financial policy in conducting a war both with respect to the 
tax-loan policy during the conflict, and in anticipation of war. 
With respect to the latter, there is a considerable body of popular 
opinion which favors the conscription of wealth as well as of men 
during a war period. It is impossible to decide fiscal^olicy as a 
matter of social justice. It is commonly said that if men are 
required, against their will, to enter the ranks as soldiers, because 
of the demands of war, it is only fair that wealth also should be 
conscripted. This issue involves not only matters of ethical right 
and wrong, but the concrete effect of wealth conscription on the 
productivity of revenue, on the success of industrial activities 
upon which the effective prosecution of a war depend, and 
eventually on the demands that the needs of war make upon 
industries. In a period of conftiet, no country that could forecast 
the effects of its policy would adopt measures that would defeat 
its war purposes. Consequently, the fiscal policy involves not 
only questions of revenue, and of so-called justice in the system 
by which it is derived, but much more, the general economic 
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policy which stirs men and industries to maximum co-operation 
and production. 

It seems to be implied in the idea of wealth conscription that 
wealth is made up largely of liquid purchasing power which may 
be transferred by taxes from present owners to government. The 
matter is not this simple. In fact, more than 70 per cent of the 
wealth of industrial nations consists of such tangible things as 
factories, tools, machines, railroads and other means of communi- 
cation, and of urban and rural land, not to name them all. These 
can be of use to the government only to the extent that they can 
be made to produce goods and services. Thus the real issue is 
not one of the rights and wrongs of conscription, but of an effective 
economic organization which can produce its optimum. The 
real question is whether in war times, wealth of the description 
named above can be made to render a more effective service in 
the hands of government than if left to private management. As 
yet we have no decisive answer to this question. 

Some kinds of conscription would take the form of graded 
subscription to government bonds. Property owners, large and 
small, would be required to buy government securities at a low 
rate of interest, or at none at all, with amounts of subscription 
graded according to the magnitude of their wealth, possibly 
analagous to the gradations under the present income tax arrange- 
ments. The percentage subscription for a person of wealth of 
$10,000 would be higher than for one of $5,000, and considerably 
higher for one with wealth of $100,000 and so on up to some 
maximum. Such a plan would not require the subscriber to make 
his total pft-chases at once, but from time to time as the govern- 
ment presented its demands. 

As stated above, the assumption is that wealth is something 
liquid, or at least liquid enough for the owner to convert the 
required portion of his wealth into government securities. But, 
in fact, the conversion would involve serious problems To take 
a rather simple illustration: A certain person is a retired capitalist 
whose fortune of $1,000,000 is invested in government bonds and 
bonds of the City of New York Another person whose property 
is valued at the same amount is engaged in manufacturing “with 
working capital no more than sufficient for the needs of his busi- 
ness.” Suppose each person is required to subscribe for federal 
bonds to the extent of 30 per cent of the value of his property, 
namely, $300,000. "The fct capitalist would have to sell his 
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government and New York City bonds to realize $300,000. To 
whom would he sell them? He could not sell them to other capi- 
talists for they would face the same problem as confronts him. 
To hand the Treasury $150,000 government bonds and $150,000 
New York City bonds would be merely to transfer the problem for 
solution to the Treasury.”^ The problem of the second man would 
be even more difficult. His fortune is invested in concrete things — 
factory, tools, machines, raw and finished products. A suggested 
solution would be to put a mortgage on his properties. But the 
whole problem would be to find purchasers at a time when all 
persons with property were seeking means for making subscrip- 
tions of federal bonds 

The situation would be even more difficult for owners of urban 
and rural real estate. Such property constitutes a very large 
percentage of the national wealth, and, as a rule, the owners 
possess only a small amount of liquid assets in relation to the 
total value of their property. Thus, for such owners to meet 
subscription requirements, would impose almost insuperable 
difficulties. In fact, the conscription plan merely puts a govern- 
ment in possession of claims to wealth, in most cases to tangible 
and material goods, and the problem would be to convert these 
into liquid spending power. The most direct route to the supply 
of cash needs is for a government to tax incomes of individuals 
and of productive enterprises, or to borrow. 

Should Government Finance a War by Taxes or by Loans? 
Opinion on this issue has run the whole gamut from support 
entirely by taxes to support entirely by loans Those who take a 
middle ground seem to have the better of the argument. Ricardo 
made out a case for the meeting of war expenditures immediately 
from taxes. Among other things he argued that borrowing created 
a permanent deficit, that it caused a rise of interest rates and a 
fall of wages, thus transfernng the burden of war expense from 
the capital-owning to the working classes, and that borrowing 
dissipated the capital of the country. 

This last idea is expressed in the following statement: “But 
the principal of the debt — what has become of that? It exists no 
more. The consumption which has followed the loan has anni- 
hilated a capital which will never yield any further revenue. The 
society is deprived not of the amount of interest, since that 
passes from one hand to the other, but of the revenue from a 

iCf. Wall Street Journal, May 6, 1939. 



350 


Public Finance 


iCh. 14 


destroyed capital. This capital, if it had been employed produc- 
tively by him who lent it to the State, would equally have yielded 
him an income, but that income would have been derived from a 
real production, and would not have been furnished from the 
pocket of a fellow citizen.”^ 

The argument with respect to the “destruction of capital” 
seems to be more of an indictment of the wasteful uses of funds 
in war than of the methods of financing war. A conflict not only 
extinguishes funds which might have been used to purchase 
consumers’ goods, but also a part of the future savings of the 
community. In this respect, a war deprives a community of what 
might have been saved in peaceful pursuits. 

The practical aspect of war financing, however, is of more 
critical moment than the destruction of prospective capital. The 
fact of the matter is that a modem war could not be financed, at 
least in its beginning, entirely from taxation; nor, if the war were 
a protracted affair, could the total expenses be met in this way. 
It always happens that the expenses of war mount step-wise, but 
they are heavy in the initial years because of the need of putting 
the war machine into operation Meanwhile, taxes can only be 
collected after income — goods and services — has been produced. 
Thus, government receipts from taxation must lag behind — 
sometimes quite a way behind — actual income and productivity. 
The total ordinary receipts of the United States in 1918, the 
first full year of the war, were only $3,600,000,000, but the 
total expenditures were $12,600,000,000, of which more than 
$10,000,000,000 were made by the army and navy.* 

In this connection. Professor E. R. A. Seligman remarked with 
reference to the expenditures of the federal government in 1918 
that, "... it would have been necessary not only to take by 
taxation most of the smaller incomes and virtually all of the higher 
incomes, but also to confiscate virtually all of business profits, 
and finally, after levying crushing taxes on consumption, to take 
such part of the existing private property of the United States 
as could find a ready market abroad.”* 

Adam Smith held to the view that borrowing was necessary. 
His tho ught was that in peace times the ordinary expenses of 

Principles of Political Economy and Taxation^ ed. Sir E. C. K. Gonner, 
(London: G. Bell and Sons, 1932), p. 229 note. 

^Statistical Abstract of the United StateSf 1936^ p. 164. 

''E. R. A. Seligman, Essays in Taxation (10th ed., New York: The Mac- 
millan Company, 1925), p. 744. 
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government are just about equal to the ordinary revenue; when 
war comes people are unwilling to sanction an increase in taxation 
in proportion to the increase in war expense. Moreover, heavy 
taxation would cause them to become “disgusted with the war." 
The facility of borrowing frees them from the “embarrassment 
which this fear and inability would otherwise occasion.” Borrow- 
ing, plus perpetual funding, make possible the raising of the 
largest sum of money with the smallest possible increase in taxes." 

Moreover, the payment of war debts in a subsequent period 
of peace presents unusual difficulties. If, after defraying the 
ordinary expenses of government, the old revenue together with 
the new taxes, produces some surplus revenue, it might be con- 
verted into a sinking fund for paying the debt. But a sinking fund 
is an inadequate means of providing for the debt largely because 
during periods of peace governments find it more convenient to 
defray occasional extraordinary expenses by misapplying the 
sinking fund than by the imposition of new taxes. 

An author is apt to base his reasoning on conditions that exist 
in his own country and ignore, either wholly or in part, conditions 
that prevail elsewhere in the world. Thus when Adam Smith took 
the point of view that the payment of war debts encountered 
almost insuperable difficulties, he was thinking of conditions that 
existed in his own country. Throughout the history of the United 
States, efforts have been made to reduce the national debt whether 
incurred by war or otherwise. As has been shown, the debts of 
the Revolution and of the War of 1812 were completely extin- 
guished by January, 1835, those of the Civil War were so nearly 
paid by 1914 that only a moderate effort would have been required 
to efface them entirely within a few years, and the debts of World 
War I were greatly reduced in the years from 1922 to 1929. 

It has been a tradition in the United States to get rid of 
previous war burdens as rapidly as conditions warranted. Possibly, 
one reason for the difference in attitude between the United States 
and the countries of Europe has been the capacity of this country 
for industrial expansion and wealth creation. Under other condi- 
tions a different policy might have been followed. In this country, 
the liquidation of previous debts has imposed no serious burdens 
upon the industries or the people. By adding to this fact the 
traditional antipathy of this country for national debts, a situa- 
tion is found here which does not prevail elsewhere. 

*Adam Smith, The Wealth of Nations, Book V, Chap 3. 
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Adam Smith was approximately correct in the analysis of the 
debt history of his own country. The debt spiral has been con- 
tinually upward with only an occasional, and minor, reduction. 
An English author has remarked with a show of humor that 
“national debt is so universal that it has been described as the 
first stage of a nation towards civilization.” The debt of the 
United Kingdom at the Revolution in 1688 was about £664,200; 
during the reign of William III it increased to £12,767,000; at 
the accession of George I, it was £36,000,000; at the end of the 
American Revolutionary War it was £273,000,000.^ With this 
picture before him, Adam Smith could draw conclusions with 
regard to the future of the debt of his own country, and that 
history has been repeated elsewhere with the added feature, 
occasionally, of repudiation in one form or another. 

The idea may be presented once more as to the relation of war 
loans and war taxes This time the reasoning is that of Professor 
Henry C Adams, an American economist. Adams did not commit 
himself to a definite proportion between loans and taxes. He 
asserted that there were special cases in which the elements 
entering the problem would be different. But, he argued, at the 
beginning of hostilities, revenue from loans may properly out- 
balance revenue from taxes; this relation, however, must be 
reversed gradually until the chief burden of a long-continued 
conflict must rest upon the proceeds of taxes. He advanced 
several reasons to support his idea. First, at the outset of a war, 
the demands for funds are great; but newly levied taxes cannot 
be made immediately productive. Second, the strain upon indus- 
tries is greatest at the beginning of war when it becomes necessary 
to adjust labor and capital to new conditions. He said : “A condi- 
tion of war is not a condition of peace from any point of view, and 
the industrial transition from the one to the other is always 
attended with danger and may prove the occasion of disaster.”* 
When this chasm has been bridged, the public financier can extend 
his tax system with as much confidence as if the people were 
living in a state of peace Thus, according to this plan, revenue 
from taxation would be gradually increased until war demands 
are met from the proceeds of established taxes. 

The Tax-Loan Policy Must Meet Particular Conditions. Many 
discussions of war finance assume much simpler conditions than 

"Encyclopaedia Bntanmca (9th ed ), XVII, 246 
C. Adams, The Science of Finance, p. 541. 
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those actually present at the beginning and during the progress 
of a war. No two situations are alike, whether within given 
countries, or among countries. With modem mechanized wars, 
no matter how extensive the previous preparations, funds are 
never sufficient to meet the costs of the immediate impact of the 
conflict. Borrowing is necessary at the beginning. The duration 
of the war, and this cannot be forecast, may make necessary 
changes in financial plans, regardless of the care with which they 
had been formulated at the beginning. In the case of a war of 
long duration, a country, no matter how rich, will be forced to 
live to some extent upon its capital, that is to say, to allow produc- 
tive equipment — factories, machines, means of communication, 
among others — to be operated without necessary maintenance 
and repairs. This, at least, is a disguised system of borrowing, 
and may become actual borrowing. 

In addition, under modern conditions, no country is self- 
sustaining with respect to war materials. These include such 
innocent looking commodities as cotton, cereals, meatstuffs, and 
metal and chemical products of many descriptions Such needs 
involve foreign trading. With peace-time transactions, exports 
of goods and services are purchased by the import of goods and 
services. But war disrupts the ordinary flow of production, turns 
it into other channels, and thus handicaps foreign trading, and 
the methods of making payment. Hence, foreign borrowing 
becomes necessary. This was the case in World War I when it 
was impossible for the allied countries to pay for imports from the 
United States by the ordinary peace-time methods. 

But if borrowing is a condition imposed by modem warfare, 
heavy taxation is also necessary. In war times especially, a 
country must protect its credit, otherwise borrowing encounters 
increasing resistance. Meanwhile, interest rates rise and war 
costs increase — a condition which tends to become cumulative. 
In the Civil War period, the United States was faced with that 
difficulty, largely because of the failure to make prompt use of 
the tax system. Moreover, borrowing, if not accompanied by 
heavy taxation, leads to inflation; government, being the chief 
buyer of goods and services, adds to its burdens by being com- 
pelled to pay advancing prices. The present and future cost of 
the war is increased. Further, taxation is one device for discourag- 
ing unnecessary consumption by people and industries at a time 
when government needs all the available resources of the country. 
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Because of these and other factors, a situation must be constantly 
submitted to analysis, and policy adapted to changing conditions. 

The Time Distribution of War Burdens. It is sometimes urged 
that support of war largely by loans shifts the burden to future 
generations. A generation, or even the future, is an indefinite 
time; and it might be contended that, at least for progressive 
countries with expanding industries, the payment of a debt will 
impose less burden when spread in the future than if paid by taxes 
during the war period. In addition, to the extent that war brings 
a benefit, and it turns out that way sometimes, the next genera- 
tion, or generations, reaps an advantage and consequently is 
entitled to bear some burdens. If the war of the American Revolu- 
tion gave the opportunity of developing the industrial and social 
life of the country, the benefit has accrued to all men and women 
in America since that time. 

Purely on economic grounds, however, it is by no means 
certain that support of war largely by taxation relieves a future 
generation of burdens. Such burdens are not always evident. 
They are not revealed alone in the payment of sums in taxes 
which are transmitted by government to bondholders. The 
burden is often concealed in a procession of future events which 
had their roots in the war. For one thing heavy taxation'’during 
the war is a depressant. One purpose is to discourage certain 
kinds of peace-time consumption in order to conserve spending 
power for war materials and supplies. In short, the industrial 
structure of a country undergoes notable changes. With the return 
of peace a rather long period of reconstruction is necessary. 
Normal progress has been retarded. Changes which the war had 
caused in the industrial structure may give it a somewhat different, 
and, perhaps, disadvantageous, direction as compared with the 
previous order. Moreover, the tangled strands of governmental 
war control over industries and citizens may be so engaged as to 
render disentanglement a slow and very uncertain process. These 
matters cannot be expressed in financial terms; but they are as 
truly burdens as if paid in the form of tax bills. The aftermath 
of war, which may be of long or of short duration, is sometimes 
as burdensome as the war itself. 

Inter-Allied War Debts. A peculiar feature of World War 
I was the large volume of inter-governmental lending. In the case 
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of the United States, a great governmental organization was 
created to handle the foreign commercial relations of this country. 
The War Industries Board, for example, with the assistance of 
the Export Council, controlled the buying of the allies. This 
Board was created on July 28, 1917, by the Council of National 
Defense with the approval of the President. 

Meanwhile, in the allied countries, the great demands of the 
war made necessary the concentration of industrial activity on 
the production of war materials and the abandonment, to a large 
extent, of the customary goods for the export trade. Industries 
in the United States were required to supply large quantities of 
war materials, and much larger amounts of foodstuffs than in 
former days. In short, there was no possibility, under those 
conditions, of settling the trade balances between the allied 
countries in the customary way. Their exports of goods and serv- 
ices fell far short of paying for what they bought. Thus borrowing 
in the United States became necessary. Thereby was created 
the major part of the inter-allied war debt 

On four occasions from April 24, 1917 to July 9, 1918, Congress 
authorized advances to foreign governments. Great Britain 
received the largest credit, namely, $4,300,000,000; France was 
granted $3,000,000,000, and Italy, $1,600,000,000. The borrowed 
sums were spent mainly in the United States for munitions and 
foodstuffs. American exporters were paid from the credits thus 
established. Those transactions involved additions to the federal 
government borrowings to satisfy the credits advanced to foreign 
countries. After the conclusion of the war the federal government 
extended relief loans to a number of the smaller countries — an 
aggregate of about $790,000,000. Payments of both war and post 
war debts were provided by agreements with debtor countries. 
Prior to the funding arrangements, the grand total of those debts 
was $12,036,376,000.® In the debt settlements, considerable 
reductions were made in the case of all countries (so-called can- 
cellations). “ 

These loans to foreign countries became a part of the federal 
national debt; the repasrments — if they were ever made — 
would provide a substantial income for the reduction of this debt, 

®H. G. Moulton and L. Pasvolsky, World War Debt Settlements (New 
York- The Macmillan Company, 1926), p. 80. 

'“See Staiishcal Abstract of the United States, 19S8, p 209, for a statement 
of foreign debts. 
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again with the question whether Congress would apply these 
receipts to reduction purposes. 

Many persons raised doubts as to the ability of the allied 
countries to pay. Two questions were involved; first whether in 
addition to the revenue needs of the countries, the necessary 
sums for debt pajunent could be raised by taxes within the coun- 
tries. Practically every one agreed that this element in the prob- 
lem presented no difficulties. The second issue was whether the 
annual payments could be transferred to the United States with- 
out disturbing effects on the mechanism of international trade 
and settlements. In addition, the debtor countries complained 
that the high protective tariff of the United States handicapped 
payment, that this country was rendering certain international 
services for itself which were formerly left to foreign countries, 
as the carriage of a larger portion than in former years of our 
international freight, and that the debts were contracted on a 
war-time price level, whereas repayments were to be made in 
terms of goods priced on a lower basis. During the depression 
years all countries except Finland suspended payment 

Reduction of the War Debt. Through skillful handling of the 
public debt, and aided by a long period of post-war prosperity, 
the war debt was reduced with unusual rapidity. In ten years, 
the secretaries of the Treasury were able to report a debt extin- 
guishment in amount more than three times that of the total 
obligations of the Civil War. In 1919, the interest bearing debt 
was $26,596,701,000 — the highest point thus far reached in the 
history of the United States. By 1930, it had been reduced to 
$15,900,000,000. At that time, the country looked forward to 
the total liquidation of the national debt during the decade of 
1940 to 1950. Hard times after 1929, and the new attitude with 
respect to duties of government, completely changed the outlook. 
On four occasions (1920, 1922, 1924, 1927), the retirement exceeded 
one billion dollars a year — all in all, with the payments of the 
intervening years, about $9,300,000,000 

This rapidity of payment did not meet the approval of all 
members of Congress, or of all men in business life. For one thing, 
it was said that this policy placed too heavy a burden on a single 
generation. In addition, it was claimed that the high tax level 
which made possible large repayments stood in the way of more 
rapid business progress — a point that could hardly be main- 
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tained in view of the so-called “avalanche” of prosperity that fell 
upon the country during much of the decade from 1920 to 1930. 

In the management of the debt, the secretaries of the Treasury 
were favored by the fact that the war obligations existed in the 
form of relatively short maturities. Of the net debt outstanding 
in 1920, $15,000,000,000 matured in the years from 1928 to 1947. 
In addition, upwards of $2,000,000,000 loans and tax certificates 
matured within a year, and the maturities of Victory Notes and 
war-savings certificates were within less than three years. In 
other words, some $7,000,000,000 of the debt was under almost 
immediate control. 

There was in prospect over the coming decade a decline from 
the high rates of interest which prevailed during the war period; 
also some decline in the financial needs of the government. Such 
conditions could not be forecast with certainty, but with a large 
amount of the debt available for retirement the Treasury could 
afford to adopt a waiting policy for the purpose of funding the 
debt at lower than prevailing rates, or payment with surplus 
revenue. Thus, the Secretary used certificates of indebtedness 
payable in a year or less, and of Treasury notes with maturity 
from three to five years. Those devices were used also in 1927 
and in 1928 in the redemption of the Second and Third Liberty 
Loans. The outcome of these methods was the final pa3ment of 
a portion of the debt, as indicated above, and a material reduction 
of the interest rate on the remaining portions. 

New Deal Philosophy. President Roosevelt, in his book Look- 
mg Forward, said: “Our task now is not discovery or exploitation 
of natural resources or necessarily of producing more goods It is 
the soberer, less dramatic business of administering resources and 
plants already in hand, of seeking to re-establish foreign markets 
for our surplus production, of meeting the problem of under- 
consumption, or distributing wealth and products more equitably, 
of adapting existing economic organization to the service of the 
people.”” In short, to use the phraseology common at that time, 
“The days of pioneering are over,” “the frontier is gone,” “we 
have reached maturity.” 

Elsewhere in the same volume President Roosevelt said: “As 
I see it, the task of government in its relation to business is to 

“Franklin D. Roosevelt, Looking Forward (New York The John Day 
Co., 1933), p 32. 
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assist the development of an economic declaration of rights, an 
economic constitutional order. This is the common task of states- 
men and of business men. It is the minimum requirement of a 
more permanently safe order of society. Happily, the times indi- 
cate that to create such an order is not only the proper policy of 
government but is the only line of safety for our economic structure 
as well."!® 

His concluding paragraph was: “There has been an insistent 
demand for a New Deal. I have been telling you some of the ways 
in which I conceive these insistent demands ought to be met. I 
should like to say again that there is neither magic nor cure-all 
in any of this. Hard necessity drives us nowl The mandate is 
clear and peremptory. These are the things we must do.’’^® 

Scattered through the volume are certain ideas which further 
elucidate the philosophy: “The time has come for rational plann- 
ing both for industrial and social life; in the uprush of former 
years the forgotten man has been neglected; productive business 
has fallen into the hands of a relatively few “barons” who handle 
their affairs as if they were their own preserves; the modem state 
is going into business, whether it likes it or not We are being 
forced into business by modern civilization. 

The Program. With this background in mind, a study may be 
made of the concrete measures, their cost, how they were financed, 
and their incidence and burden. 

Among the fore-runners of emergency legislation was the 
Reconstruction Finance Corporation, authorized by an Act of 
January 22, 1932. While that organization was not a part of the 
New Deal legislation it was promptly taken up by the new adminis- 
tration and its scope greatly enlarged. The act provided that the 
Corporation should have a capital of $500,000,000, subscribed 
by the United States. It was authorized to issue bonds, notes, 
debentures, or other obligations, not to exceed three times its 
capital. It was not the intention that this organization should 
add to the cost of government. It was primarily a lending agency 
The purpose was to “thaw out” the frozen assets of banks and 
other businesses, and to aid in the financing of agriculture, com- 
merce and industry. 

“Ibid., p. 33. 

“Ibid., p 257. 

“Ibid., p. 91. 
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One of the first lines of attack employed by the new adminis- 
tration was to find jobs for the unemployed. Thus appeared, in 
time, the Public Works Administration (PWA) charged with the 
duty of administering a public works program, which eventually 
spread over the entire country; also the Works Progress Adminis- 
tration (WPA) with the general purpose of finding jobs for those 
who could not be employed by other means. With the further 
purpose in part of “priming the pump” such enterprises, among 
others, as the Federal Housing Administration, slum clearance, 
and emergency housing were undertaken. The conservation of 
natural resources was another element in the program, and under 
this caption were mingled other ideas more or less remotely con- 
nected with it, including such power projects as the Tennessee 
Valley Authority (TVA) and the construction of great power 
works such as Bonneville and Grand Coulee. Possibly under this 
same head belongs expenditure for further canalization of streams, 
improvement of watersheds, the construction of a timbered belt 
in the semi-arid area, and the Civilian Conservation Corps (CCC). 
Aid to agriculture included appropriations for crop control and 
soil conservation. In addition were loans and grants to states and 
municipalities for various purposes. Because of the new work 
thrown on various departments of the federal government, the 
budgets of such divisions usually included the item “emergency 
expenditures,” which in the aggregate amounted to a considerable 
sum. 

Revenue and Expenditures. The new enterprises cost money — 
much more than could be provided by the ordinary receipts of 
government. As has been said elsewhere, the ability of people and 
of industries to contribute to the collective support depends upon 
what people and industries can produce. Among other things, 
their productivity depends upon the general condition of business. 
Government revenue, from whatever source, fluctuates with the 
fate of the gainful enterprises of the country. It rises with an 
increase of national income, goes in the other direction when na- 
tional income declines. In 1929, which, at least in its early two- 
thirds, was a fairly good year, the national income was set down 
as $81,128,000,000. The changes in this important item are 
shown in the table on the following page. 

It will be observed that the national income in 1932 was about 
half that of 1929. The heaviest decline was in the largest single 
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NATIONAL INCOME PEODUCED 1929-1938“ 


(000,000 omitted) 


Year 

Income 

Peoduced 

Ybab 

Income 

Produced 

1929 

$ 81,128 

1934 

$ 50,052 

1930 

68,302 

1935 

55,186 

1931 

53,822 

1936 

63,466 

1932 

40,114 

1937 

69,817 


revenue producer, namely, corporation income. Corporate and 
entrepreneurial savings, taking American industry as a whole, 
were a negative quantity until about 1934; this signifies a decline 
in ability to pay taxes. In fact, revenue from income and profit 
taxes declined from $2,330,000,000 in 1929 to $746,200,000 in 
1933; customs duties declined from $602,200,000 at the first date 
to $250,700,000 at the second. 

Expenditures. However bad the times, governments find it 
difficult, if not impossible, to contract outlays to meet conditions 
of shrinking revenue. The federal government encountered a 
substantial deficit in the last years of the Hoover administration, 
beginning with 1931. In fact, while ordinary income was on the 
decline, ordinary expenditures were higher by more than 
$1,600,000,000 in 1932 than in 1929. After a period of unbroken 
surpluses, running back to the close of the war years, the federal 
government incurred its first deficit. 

This matter was made an issue in the campaign of 1932. Demo- 
cratic speakers denounced the Republican administration for 
failing to keep governmental costs within income. They charged 
that the administration had been wasteful, extravagant, and 
that the people had been too heavily burdened with taxes. The 
Democratic platform pledged the party to an “immediate reduc- 
tion of governmental expenditures.” This was to be accomplished 
by abolishing “useless commissions and offices,” by consolidating 
departments and bureaus, and by eliminating extravagance. At 
that time, it was thought that no less than twenty-five per cent 
could be saved. This signifies that at that time the demand was 
for economy. 

^‘StatiBheal Abstract of the United States, 1938 , p 203. 
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As a matter of fact, no important curtailment of expense can 
be made by the cutting of departmental appropriations. The 
ordinary running expenses {i.e , departmental) are now, and have 
been for many years, a relatively small percentage of the total 
cost of government In normal times, the most costly departments 
are war and navy, but no material economies can be made here 
without sacrificing national defense. The appropriations to the 
Post Office Department are a large figure, but they cover the cost 
of a nation-wide service, and, for the most part, are offset by 
income from that service. In 1937, the expenditures charged to 
the State Department were $17,600,000; to the Department of 
Justice, $38,600,000; to the Interior Department, $92,100,000; 
to the Department of Commerce, $36,100,000; to the Department 
of Labor, $15,800,000. 

Recovery and Relief Expenditures. In the itemization of out- 
lay, the federal government used the words “emergency,” and 
“rehef.” It is impossible to draw a clear line of demarcation 
between these concepts. Much of the “relief” expenditure was 
“for emergency,” and practically all these groups embodied the 
purpose of “recovery.” As compared with budgets before 1933 
most of the items under these titles were new. They represented 
new lines of expenditure, new items of cost, and, in some instances, 
new theories with respect to the relation of government to business 
and social life. How many of them will remain fixed expenditures 
in future budgets remains to be seen. At any rate, once a new 
function has been undertaken by government, whether under 
the caption of “emergency” or “relief,” that function tends to 
be perpetuated. 

In the five years ended in 1937, the total expenditure ear- 
marked for “recovery and relief” was $15,073,000,000. Some of the 
outlays are recoverable in whole or in part; as such they are only a 
transient addition to the national cost, and eventually to national 
debt. In the class of recoverables are loans of the Reconstruction 
Finance Corporation, loans to railroads and loans to states and 
municipalities, among others; again, some enumerated expendi- 
tures may be regarded as an investment from the fact that they 
will continue to render a service without future cost to the gov- 
ernment (when they are completed) except for upkeep, mainten- 
ance and repairs. The various power projects are in this class. 
At any rate, from the classifications given in the tables, it is clear 
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enough that federal bookkeeping has become a complicated matter 
and even now it is difficult to know where the country stands 
with respect to national debt. Add to this the fact that the federal 
government is the guarantor of the obligations of many of the 
corporations which it has created and the country is presented 
with an entanglement of finance which renders clear account- 
ing impossible. 

The total of “general and emergency expenditures” as an 
annual average for the five years ended m 1937 amounted to 
approximately $7,300,000,000. Large sums were included under 
such captions as agricultural aid, relief, public works, aid to 
homeowners, Export-Import Bank, Tennessee Valley Authority. 
Practically all these items are new in the federal budget since 
1932. Such expenditures were mainly the cause for the great 
outlays of the national government beginning about 1933. 

Receipts, Expenditures and Deficits. After eleven years of 
continuous surpluses, deficits began to appear in the budgets in 
1931. On the surface this was due to the failure of productive 
enterprises to produce necessary revenue, and to the stepping up 
of expenditures, notably after 1930. Underlying the lag in revenues 
were the many conditions which have affected business; but with 
these this textbook is not now concerned. 

Financing the Debt. A notable feature of the revenue system 
after 1930 was the failure of the main old-line sources to contribute 
material additions to the new financial needs. Income and profit 
taxes, which produced $746,200,000 in 1933, yielded $2,634,600,000 
in 1938, but this latter amount was only $220,000,000 in excess of 
the return in 1930. Customs duties contributed less in 1938 than 
in 1930. 

Thus the additions to the total ordinary income were mainly 
the contribution of older taxes which have been revived, or of 
new imposts. With the repeal of the Eighteenth Amendment, 
liquor taxes again became important revenue producers. The 
income from fermented malt liquors had been practically nothing 
from 1920 to 1933, and only insignificant revenue was obtained 
from spirits and wines during most of that period. But together, 
in 1938, these taxes yielded $567,900,000. Various sales taxes 
levied under the Acts of 1932 and 1934 produced $416,700,000 
in 1938; the reimposed corporation capital stock tax yielded 
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$139,300,000, and the new payroll taxes contributed $742,600,000 
to the total. From the reimposed transportation and communica- 
tion taxes were received $36,400,000, from coconut oils processed, 
$27,400,000, and from levies under the Sugar Act of 1937, 
$30,500,000. 

Whether the federal tax system under conditions during and 
since World War I is reaching its limit of revenue productivity 
remains to be seen. This issue involves the question of incidence 
and pressure of taxes which will be discussed presently. But in 
this connection it is worthy of remark that state and local govern- 
ments are also imposing taxes, and their levies, like those of the 
federal government, have advanced since the troublous times 
began in 1929. Because of the imposts of conflicting tax authori- 
ties, many important sources are now subject to double and, in 
some instances, to multiple levies. These exert pressure not only 
on productive industries, but eventually on final consumers. It 
is also worth observing that, notably in 1938 and 1939, the resis- 
tance to taxes increased — a matter which all grades of govern- 
ment began to take into account in 1939. 

With respect to loan policy, an initial observation is neces- 
sary. Paradoxical as it may seem, the interest on the federal 
debt was a smaller amount in 1938 ($926, 281,000) than in 1923 
($1,055,924,000), although the interest bearing debt in 1938 was 
greater by $14, 571,000,000 than in 1923. The fact that a country 
with the largest debt in its history, with that debt still increasing, 
was able to borrow at continually declining interest rates — in 
fact, able to secure short-time loans at less than one per cent 
(0.738 in certain treasury bills of 1938) — was a spectacle that 
no country had ever before witnessed. 

A number of factors combined to produce this condition. For 
one thing, the failure of business, after the slight revival which 
began about 1933, to strike into a real stride of recovery, which 
would require the large use of new funds, largely removed business 
borrowing from the arena of finance. In fact, while many large 
corporations took advantage of the low interest rates to refund 
old obligations they were particularly sparing in committing 
themselves for new issues. Possibly one factor in this situation 
was the fact that some large corporations were able to finance 
enlargements and extensions from their own resources. Be that 
as it may, new corporate financing declined to between one-third 
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and one-fourth of the level of the decade 1920 to 1930. Thus 
the Treasury had the field largely to itself. 

In addition, the federal government made more extensive use 
of the banks in its borrowing operations than at any previous 
period in its history. This is to say that, instead of bonds being 
sold to the general public, as was the practice in times past, they 
were largely lodged in the banks which became the largest investors 
in this type of securities. In 1936, the national banks held some 
$7,300,000,000 of United States securities (direct obhgations); in 
addition, their portfolios contained $1,385,000,000 of obligations 
fully guaranteed by the United States. This condition tied the 
fate of the banks to that of the credit of the federal government — 
but that is another matter. The large investment of the banks in 
this type of securities was in turn related to changes which took 
place in the banking business, notably the decline in commercial 
loans. Thus, investment in government securities became, for the 
banks, at least, one port of haven in the storm. 

With such conditions prevailing, the Treasury was favored by 
advantages which never before existed in the history of the United 
States. It was the part of wisdom to use them to the fullest extent. 
Thus the policy was to refund old debts, as far as possible, at 
lower rates of interest, and to make full use of short-time borrow- 
ing, which cost very low rates. In short, with the continued 
prevalence of extremely low borrowing costs, the Treasury saw fit 
to keep control over a large part of the debt, possibly with the 
expectation, later on, of funding the larger part of the controllable 
obligations at low rates. 

The debt management of the Secretary of the Treasury was 
and is a continuous process, but a few examples may be taken. 
The significance of these illustrations was the management of 
the debt at continually lower interest rates. 

The following is a brief summary of the refunding operations 


to June 30 of 1935: 

Fourth 4js outstanding October 12 , 1933 . $6,268,094,150 

Exchanged for: 

41 — gi per cent Treasury bonds of 1943-1945 $ 900,716,550 

3J per cent Treasury bonds of 1944-1946 . 1,284,392,300 

2 f per cent Treasury bonds of 1955-1960 1,558,022,650 

2 | per cent Treasury bonds, senes D 1928 596,416,100 


Total Exchange 4,339,547,600 
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Total exchange 
Redeemed for cash 

Total retired to June 30, 1935 

Balance outstanding June 30, 1935: 

First, second, and third — called 
(payable on presentation) 

Fourth — called for redemption on 
October 15, 1935 

Total outstanding 


4,339,547,600 

593,578,950 


4,933,126,550 


88,736,850 

1,246,230,760 

$1,334,967,600 


The following is a little more extensive illustration of the 
quarterly financing during the fiscal year 1938 :^® 


Quarterly Date 


Amount 


Sept. 15, 1937 Ij per cent Treasury notes, series 
E-1938, due Dec. 15, 1938: In ex- 
change for 3| per cent Treasury 
notes of series A-1937, maturing 
Sept. 15, 1937 $ 433,460,900 

2 per cent Treasury notes, series 
B-1942; in exchange for 3| per cent 
Treasury notes of series A-1927, 
maturing Sept. 15, 1937 342,143,300 

Dec. 15, 1937 2| per cent Treasury bonds of 1945: 

In exchange for 2f per cent Treas- 
ury notes of senes A-1938. matur- 
ing Feb. 1, 1938 $247,330,300 

For cash 293,513,250 


540,843,550 

If per cent Treasury notes, series 
C-1942, due December 15, 1942: 

In exchange for 2f per cent Treas- 
ury notes of series A-1938, matur- 
ing Feb. 1, 1938 13,339,500 

For cash , . 219,035,700 


232,375,200 


Annual Report o fthe Secretary of the Treasury June 80, 1985, p. 20. 
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March 15, 1938 2| per cent Treasury bonds of 1948, 

due Sept. 15, 1948: In exchange 
for 3 per cent Treasury notes of 
senes C-19B8, maturing March 15, 

1938 450,978,400 

June 15, 1938 2| per cent Treasury bonds of 

1958-63, due June 15, 1958-63: In 
exchange for 2| per cent Treasury 
notes of series B-1938, maturing 
June 15, 1938 571,736,200 

In exchange for 2| per cent Treas- 
ury notes of series D-1938, matur- 
ing Sept. 15, 1938 347,044,400 

918.780.600 

1| per cent Treasury notes, series 
A-1943, due June 15, 1943: In ex- 
change for 2| per cent Treasury 
notes of series B-1988 36,142,600 

In exchange for 2| per cent Treas- 
ury notes of series I)-1938, matur- 
ingSept 15,1938 231,663,000 

267.775.600 
$3,186,357,550 

Composition of the Federal Debt. As might be inferred from 
what has just been said, the debt of the United States in 1940 
existed in various forms and in various maturities. The bond 
maturities were rather evenly distributed from 1943 to 1956. 
The amounts, however, were of quite different magnitudes — from 
a little less than a billion to something short of three billion, and 
the maturities after 1945 followed each other in rather rapid 
succession. Even in the absence of untoward events this condition 
would supply active times for future secretaries. Whether future 
refunding can be handled at current levels of interest rates remains 
to be seen. 

Pressure and Incidence of New Deal Taxes. In various places 
throughout this text, the incidence of specific kinds of taxes has 
been and will be discussed. It is not necessary at this time to 
add to this discussion except to say that the great bulk of the 
New Deal tax program added much more to the indirect taxes 
than to the direct. After 1933, income tax rates, both individual 
and corporate, increased. This was true, also of estate taxes. 
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But, on the whole, those additional direct levies contributed 
relatively small amounts to the growing demand for larger gov- 
ernment income. 

Because of the enormous increase in the cost of government 
it was necessary not only to tap new sources, but to augment the 
levies on the older groups. Thus, large additions were made to 
the indirect sources. This was the case with the revised taxes on 
liquors and on tobacco, with many of the manufacturers’ excises, 
and with miscellaneous taxes. 

Some new levies, whether by name or otherwise, were, to all 
intents and purposes, sales taxes. For the most part, they were 
paid by the persons who bought the goods or services. In short, 
the incidence was on the buyers of such goods; it was not shifted. 
This was the case with the so-called nuisance taxes, and with levies 
on safe deposit boxes and club dues, to mention only a few of this 
t3q)e of imposts. 

As has been already stated, there is but one kind of incidence, 
namely, the ultimate incidence, which emerges only when the tax 
finally settles, or comes to rest, on the person who bears it. This 
shifting is sometimes a complicated matter, as has been or will 
be discussed in this text; but through whatever channels it moves, 
it reaches final lodgment in the selling price of goods or services. 
Taxes which produce this result are truly invisible. The final 
consumer cannot trace their movement, he does not know their 
magnitude, he cannot calculate their total effect on his annual 
tax bill. 

To the final purchaser, the incidence appears to be only one 
tax — that incorporated in his purchase price. But long before the 
commodity (or service) reaches him it has been the object of 
various imposts — various taxes on producers of raw materials, 
on communication industries, on manufacturers of partly and 
completely fabricated goods, and on distributors. Thus the shift- 
ing involves a collection of taxes — the number of times depending 
on the number of layers of industry through which the goods 
have passed, and the number of shiftable taxes imposed on each 
layer. This is what producers mean when they say that in the 
loaf of bread are incorporated some fifty taxes, and in the auto- 
mobile perhaps twice that number. In years of rapidly advancing 
tax rates, these matters are important to consumers. They mean 
addition^ levies on all purchased goods. 
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What percentage of his total annual income an individual 
purchaser will pay in concealed taxes depends partly on the list 
of goods he buys; and on the income range in which he finds him- 
self, Thus, estimates of the consumers’ burden must be taken as 
more or less accurate guesses But that there is a large shift no 
one can deny, because every industry is subject to a number of 
levies; these are treated as costs, and are passed on more or less 
successfully, at least if the producer stays in business. In a report 
of the National Industrial Conference Board in 1934 this state- 
ment appears: "From 1923 to 1929 there were no important 
changes in the ratio of tax collections to national income. In this 
period, taxes were equivalent to about one-ninth of the national 
income. After 1929 there were sharp increases in the ratio. For 
1932 the ratio was 20.7 per cent, the highest on record.”*'^ This, 
of course, applied to all grades of government. In 1938, according 
to the same authority, taxes absorbed 23.6 per cent of the national 
income. Since the largest portion of taxes was indirect, this 
signified that the final consumer was the main payer. 

The pressure of taxes, as contrasted with incidence, may take 
a number of forms Producers who find difficulty in meeting tax 
bills may deteriorate their products (goods on the market may 
seem cheaper, but may be of poorer than former quality); the 
pressure may force marginal producers (those who cannot make 
them sufficient economies to pay the added taxes, or who cannot 
shift) from business; the pressure may discourage investment in 
business, or encourage the shift of investment from business pur- 
poses (so-called risk capital) to other types which largely escape 
taxes (tax exempt securities); the pressure may operate on the 
volume of employment, and upon job security; it may force in- 
dustries to postpone, or abandon, necessary improvements or 
repairs; it may affect all the distributive shares — wages, in- 
terest, profits, and rent; it may retard industrial progress 

Tax Exempt Securities. One means of escape for the investor 
(usually a person of large means) who wished to be relieved of 
some tax burden, or who did not care to risk his capital in busi- 
ness under existing tax arrangements, has been the purchase of 
tax-exempt securities. As a rule, such investments have not been 

”Cosi of Government 19S3-19SI (New York. National Industrial Con- 
ference Board, Inc., 1934), p. 35. 
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entirely free from taxes. In almost all cases, they were made 
taxable for the purpose of inheritance or estate levies, and, in 
some cases, the income was taxable when its exceeded by a certain 
amount the normal tax exemption. In any event, such types of 
investment were means of conserving capital when the investor 
had made up his mind that business was an uncertain venture. 

For numerous reasons there became a growing demand for 
the complete removal of exemptions from government securities, 
whether federal or state and local. This demand was prompted 
partly by considerations of ideals of justice in taxation. Many 
persons asserted that it was unfair to free the holders of such 
securities of the burden which rested upon other recipients of 
income. Partly the demand arose from the increased need for 
revenue; with the huge investment in government securities, 
this source seemed to offer an opportunity to reap a large tax 
income. Other considerations were sometimes injected into the 
issue, as, for example, the contention that such taxation would 
force capital “out of hiding” into business investments — an 
income, so it was claimed, which would bestow benefits on the 
community as a whole, and upon the working class in particular. 

A condition which was sometimes overlooked in this discussion 
was that taxation of government securities would in all likelihood 
cause a redistnbution of ownership of these securities. Business 
owners of government securities were moved by the desire to get 
the largest return on their investments. For them it would be a 
question of one type of investment as against another, ’always 
with a view to the largest return, taking into account risk and 
other factors. They would be quick to shift the holdings in their 
portfolios when there was an advantage in doing so. Taxation 
would cause a decline from the present level in the value of gov- 
ernment obhgations. 

Accordingly, to meet these objections, Congress, early in 1940, 
made the income of all newly issued federal bonds fully taxable. 
The contentions that such taxation would interfere with govern- 
ment borrowing, or that it would cause a rise in the rate of interest 
on government bonds, has not materialized. But this matter is 
discussed in greater detail in later parts of the text. 

Summary. Until 1914, when World War I was about to begin, 
the federal government had already gone through four periods of 
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debt accumulation (1812; 1848; 1861; 1898), each of which was 
the result of a major war. Each of these periods was soon followed 
by debt liquidation and payment, and in January, 1835, the 
country was entirely debt free. These facts have led to the general 
conclusion that the principal causes of debt accumulation of the 
federal government during some one himdred and forty years of 
its national existence were wars. 

When World War I began, the federal government began a 
fifth cycle of debt accumulation followed by partial liquidation. 
In 1914, the federal debt was, in round figures, about $997,500,000. 
At the close of the war in 1919 it had reached the sum of about 
$26,000,000,000 — a record up to that time. The question was 
raised — should taxes be reduced or should they be kept at their 
high war level and used to reduce the public debt? Following the 
usual American tradition, the later view of debt payment pre- 
vailed. But a succession of events not only stopped debt retire- 
ment but caused the debt to mount at a very rapid rate. First 
came the droughts and floods during the early part of the Hoover 
administration, followed by one of the worst depressions from 
1929 to 1939 that the country had ever seen. Also, all the allies 
except Finland defaulted in pa3ment of their war debts to the 
United States. All these events when put together caused the 
federal debt to rise at a very rapid rate to the unprecedented 
amount of about $40,000,000,000 in 1939. 

Eve:prwhere it was contended that the country could not 
bear such a staggering debt and the demand for its reduction was 
almost universal. But at that time there did not seem to be any 
way of reducing it. Expenses of the ordinary fimctions of govern- 
ment could not be reduced; and they were very small in comparison 
to the total. Enormous government outlays for such services as 
aids to the unemployed, the railroads, insurance companies, banks 
and business in general were imperative. To aid in this rehabilita- 
tion program, the federal government organized many agencies, 
such as the EFC, NIRA, WPA, HOLC, AAA to mention only a 
few. These agencies received large appropriations from Congress, 
and were authorized to issue their own instruments of indebted- 
ness, which were guaranteed both as to principal and interest by 
the federal government, to carry on their assigned functions. 
These were and are budgeted under the general heading of federal 
debt as contingent liabilities of the United States Grovemment. 
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During the period from 1914 to 1939, at least two very sig- 
nificant matters in regard to the federal debt should be noticed. 
First, after a brief period of liquidation following World War I, 
the debt rose very rapidly for other reasons than because of war 
and internal improvement expenditures. The economic and 
social functions of government had come to be predominant. 
The second is that debt management became very important as a 
means of contending with conditions of deflation and inflation 
and of economic recovery. Pump priming, compensatory and 
acceleratory effects of deficit spending were being considered and 
tried. 

During the same period, the federal debt became very complex. 
Many new forms of federal securities were issued. Due to the 
fact that so many government securities were issued through the 
Federal Reserve Banks, much in the way of inflation was added. 
The Federal Reserve Banks were organized, in part, as a means 
of aiding the fiscal activities of the federal government, but this, 
like some of the other functions, did not prove to be as satisfactory 
as intended. 

The fiscal operations during the emergency years of World 
War II and following, will be discussed in the next chapter. 


TEXT QUESTIONS 

1. Prior to 1933, what were the mam causes of the national debt’ 

2. What are some of the provisions of the Revenue Act of 1916? 

3. When was the first income tax under the Sixteenth Amendment 
imposed? 

4. Discuss federal taxation during World War I. 

5. What were the various types of debt devices used by the federal 
government in World War I? 

6. Discuss the policy of conscription of wealth. 

7. What did the following men say about financing a war by taxes 
or by loans: 

a) Ricardo 

b) Professor E. R. A. Seligman 
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c) Adam Smith 

d) Professor H C. Adams 

8. What is meant by a country ii\ing upon its capital? 

9, Explain the statement, ‘‘the aftermath of a war is sometimes as 
burdensome as the war itself’\ 

10. What was the duty of the War Industries Board*? 

11. What were some complaints made by the debtor countries after 
World War I concerning their debts to the United States'? 

12. Why were there objections to the rapidity of payment of the 
national debt following World War I? 

13. What was President Roosevelt's philosophy of the task of gov- 
ernment? 

14. What was the purpose of the Reconstruction Finance Corpora- 
tion? Was it a part of the New Deal legislation? 

15. In what w^ay did the WPA differ from the PWA? 

16. With w^hat does the government revenue fluctuate? 

17. How did the Democrats plan to reduce governmental expenditure 
in 1932? 

18. What items of expenditure in 1937 were deemed to be recoverable *? 

19. What were the reasons for a deficit in the federal budget in 1931*? 

20. The repeal of the Eighteenth Amendment added what important 
item to the government revenue*? 

21. Explain the reasons for the interest on the federal debt being 
less in 1938 than in 1933 though the debt was actually greater. 

22. The majority of the New Deal taxes were of what type? Give 
some examples. 

23. Explain what is meant when it is said that the shifting of taxes 
involves a collection of taxes. 

24. State some arguments against taxing government securities. 
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APPLICATION PROBLEMS 

1 During World War I, the federal government made extensive 
loans to its allies. Make a study of each of these loans. What 
was the technique by which each of these loans was made avail- 
able? Consider the question of payment and final repudiation 

2. It was insisted that, granted the allies could pay their debts 
after World War I, the United States Government should not 
accept such payments. The only way the debts could be paid 
would be (1) in gold, (2) in goods, and or (3) m services, none 
of which should be accepted because we already had too much 
gold, and to receive goods and services would only further 
aggravate our depressed economic condition and further add to 
our unemployment problem. Do you agree? 

3. It is claimed that when one government borrows from another the 
borrowing country can use the proceeds m one of two ways. 
First, it can use the loan as an investment upon which a return 
may be had m the future for repayment. Second, it may be 
used for immediate consumption and dissipation, such as in a 
war on the field of battle. In this second case, the borrowing 
nation can only repay the loan by exporting part of its wealth 
thereby making itself poorer. In terms of these statements, 
appraise the economic effects on England of the recent loan of 
$3,750,000,000. Was the situation any different in the case of 
the loan to Finland during World War I? 

4. Suppose at a particular time a government were to adopt the 
policy of raising its funds for an emergency in the ratio of 75 per 
cent by borrowing and 25 per cent through taxation Later, it 
adopted the policy of 50-50 ratio. Compare and contrast the 
economic conditions of these two policies Would the methods of 
bqrrowing and kinds of taxation levied make any difference? 


RESEARCH TOPICS 

1. During the period of 1933 to 1939, the federal government engaged 
extensively in deficit financing by rapidly increasing its debt. 
Are you prepared to accept or to reject the contention that the 
economic recovery during this penod was the direct result of this 
fiscal policy? Can you produce concrete facts in support of your 
contention? 

2. By referring to the federal budgets, make a comparative study 
of the federal debt structure and composition for the fiscal 
years ended, respectively, on June 30, 1914, June 30, 1920, and 
June 30, 1946. How do you account for the progression of 
complexity? 
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CHAPTER 15 


THE EMERGENCY FISCAL PROGRAM 
( 1940 - 1949 )' 

By the latter part of 1939, the country was well on the way to 
economic recovery when government expenditures could have 
been reduced very rapidly and considerable headway could have 
been made toward debt retirement; but World War II was then 
imminent. The federal government was compelled again to put 
its fiscal program on a war basis in the fourth quarter of that 
year. New and higher taxes were proposed and levied for war 
preparedness, and there was a marked increase in federal ex- 
penditures for protection. For the sixth time in the national 
existence of the federal government its debt began a new cycle 
of increase and latter liquidation. 

The last year of peace-time expenditures before World War 
II was the fiscal year ended June 30, 1929. The period from 
1989 to 1947 covered the fiscal years of World War II emergency. 
The fiscal years since 1947 include post war reconstruction and 
economic readjustment. In previous chapters, facts and figures 
were almost entirely taken from the fiscal years of 1939 and 
earlier, because they represented as nearly normal conditions as 
could be found. The emergency years of the World War II period 
and since were reserved for special consideration in this chapter. 
This chapter will deal especially with the economic and political 
conditions which determined the fiscal policies of the federal 
government during the emergency years of World War II and 
those of readjustment that have followed. 

Economic SMfts Between Peace and War. When an economy, 
like that of the United States, shifts from a peace to a war basis, 
as it did after 1939, it assumes many new and changed characteris- 
tics. It is a transition that is fairly easily accomplished because 
prices, wages and incomes are increasing at a rapid rate. Un- 
employment all but disappears, and a spirit of optimism generally 
prevails. But such a transition is not without its handicaps and 
disadvantages. There is a v^t shift and reallocation of capital 

“For a detailed study of the federal expenditures and revenues during 
the fiscal year ended or ending June 30, 1948 and 1949, respectively, the 
student is referred to the the United States Budgets for these years 
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and labor from consumer production to highly specialized war 
production. The volume of credit dollars and other forms of 
purchasing power increases enormously. The supply of consumer 
goods does not nearly equal the demand. The whole economy 
seems to become distorted in many ways But when the national 
emergency passes and it becomes necessary for the economy to 
shift from a war back to a peace basis, as has been the case in 
this country since 1945, the change is accomplished with great 
difficulty, often with great hardship to certain economic groups, 
because again many new and different conditions may arise. 
The fiscal condition of government cannot, therefore, be disas- 
sociated from such a change. 

In general, during such post-war periods of readjustment, 
prices and incomes ultimately begin to fall from the high points 
they reached during the emergency. Unemplosnnent appears 
and wages are reduced, thus precipitating strikes and labor trouble 
Much highly specialized capital used for war production must 
be either abandoned or converted to civilian production at great 
sacrifice. Labor must shift to new jobs in production of consumer 
goods and services. Many business concerns either liquidate, re- 
organize, or enter into combinations In other words, a peace 
economy is quite inadequate to sustain a great public emergency, 
such as a war, and, similarly, an economy organized to conduct 
a war is not adequate when peace returns. 

This swing in events during and after a war has held true of 
every such conflict in history. Speaking of war-caused inflations 
and deflations, John Adams, second President of the United 
States, wrote: “I am old enough to remember the war of 1745 
and its end, the war of 1755 and its close, the war of 1775 and its 
termination, the war of 1812 and its pacification Every one of 
these wars has been followed by general distress embarrassments 
of commerce, destruction of manufactures, and a fall in the prices 
of produce and of lands.” 

But it does not follow that all these cyclical periods are iden- 
tical. They are all different in many respects. Therefore, the 
economic conditions that accompanied and followed the World 
War II cycle are not completely comparable with those of World 
War I; hence, this separate consideration. 

Political and Economic Conditions at Start of War. On Sep- 
tember 1, 1939, Germany invaded Poland. Two days later. Great 
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Britain and France declared war. World War II, the prospect of 
which had long hung over the continent of Europe and the world, 
had begun. 

The impact of the catastrophe upon the American economy 
was immediate. Memories of World War I, with its insatiable 
demand, shortages of supply, and inflation, caused immediate 
and widespread bu3nng. General prices increased rapidly. Basic 
commodities and strategic war materials rose about 25 per cent 
in price during the month of September, 1939 Employment in 
manufacturing establishments increased almost 10 per cent by 
the end of 1939. During the same period payrolls rose 16 per 
cent. The Federal Reserve Index of Industnal production, which 
stood at 106 per cent of the 1935-1939 average in August, rose 
to 125 per cent in December, 1939. 

Shortly after that false start in 1939, production came to a 
sudden halt, and prices slumped. War orders from England and 
France did not arrive. Nine months after Germany invaded 
Poland, the general economic situation was not significantly dif- 
ferent from what it had been at the outbreak of the war. 

This state of economic quiescence ended abruptly, however, 
with the German invasion of Denmark and Norway on April 9, 
1940. A month later, on May 10, 1940, the German armies in- 
vaded the Low Countries. Within thirty-eight days the French 
had been conquered and the British had been driven back across 
the Channel. The American people suddenly awoke to the realiza- 
tion of their peril, and the need of enormous public expenditures 
for war preparedness. 

By July, 1940, Congress had, at the instigation of the President, 
authorized defense expenditures of over $12,000,000,000. Nine 
months later, those authorizations were increased to $35,000, 
000,000, thereby providing for the most gigantic output of war 
materials of all time. 

These few political and economic events of 1939 and 1940 
will serve as a background to the fiscal program of the federal 
government as the entire country was being converted from a 
peace-time to a war-time emergency economy and new systems of 
taxation, unparalleled expenditures and economic controls, and 
a rapid increase in the federal debt were being planned. 

War Economy and Economic Mobilization. Soon after the 
war started in Europe, it became just as necessary to mobilize 
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the economic resources of the country as it was the manpower 
At that time the United States possessed an inadequate and ill- 
equipped army. The navy was efficient and well trained, but 
inadequate. There were few airplanes, little in the way of mili- 
tary supplies or plants for the production of war material, and 
even fewer merchant marine facilities to make overseas deliveries 
The economic and military tasks ahead were enormous. 

President Roosevelt called for swift mobilization of the total 
national resources for defense. To guide the mobilization, he 
appointed in May, 1940, an Advisory Commission to the newly 
reconstituted Council of National Defense. The tasks confront- 
ing this commission were formidable For ten years the American 
economy had limped along, operating at a fraction of its productive 
capacity; at times under 75 per cent of its potential In the period 
from 19S0 to 1939 the Federal Reserve Board Index of production 
averaged 87. By April 1940, this index stood at 112, from which 
point it rapidly mounted until the capitulation of Japan in the 
latter part of 1945 when it stood at about 260 per cent gross of 
1936-1939 base period, including production for war and for 
individual consumption. 

The expansion of production to the limit of the nation’s capa- 
city was the first task of the Defense Commission. Millions of 
men and women whose skills had been neglected, or who had 
never been employed before, had to be trained in new jobs. Pro- 
duction of raw materials, which had been geared to the require- 
ments of a half-idle economy during the depression, had to be 
expanded. Industrial plants, long unused, had to be returned to 
operation. Moreover, it was necessary to expand such facilities 
of production enormously to provide tools for the men being 
put to work. 

The second task of the Defense Commission was to mobilize 
the country’s resources for the production of guns, ships, planes, 
and tanks. The country lacked the raw materials of war in the 
quantities required. That lack called for a great expansion m the 
production of copper, steel, zinc and lead; and an even greater 
output of aluminum, magnesium, and chemicals. The country 
needed steel for railway cars, heavy armor plate for tanks and 
fighting ships, arsenals, plane factories, shipyards, shell loading 
plants, and high octane gasoline refineries. To fulfill these require- 
ments, production had to start from the beginning in a great many 
instances. 
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A third task was to assure a steady flow of vitally needed raw 
materials from foreign sources and to accumulate as large stocks 
as possible. The federal government began a very active program 
of stock-piling such raw materials as natural rubber, tin, alloys, 
bauxite, and chemicals. 

Finally, it was apparent that the war and the rearmament 
program would bring acute pressure to bear upon the pnce 
structure, which, if unchecked, would work severe hardships 
upon the people, and seriously impede the war program itself by 
unduly increasing governmental expenditures and taxes. In many 
cases, the risks of financing plants and equipment to meet the 
extraordinary demands of war time were too great for private 
enterprise to assume and federal aid therefore had to be given. 
Accordingly, three alternative arrangements were devised. 

The first arrangement involved the Emergency Plant Facil- 
ities Contract, which was drawn by the Price Stabilization Divi- 
sion. Under its terms, firms having contracts with the Army and 
Navy financed the necessary plant expansion with their own funds, 
and were later to be reimbursed by the Treasury. On October 9, 
1940, Congress made those contracts “bankable,” i e , acceptable 
as collateral on loans, and thus facilitated borrowing by govern- 
ment contractors from private banks, or from the Reconstruction 
Finance Corporation. 

Under a second arrangement, corporations were permitted to 
compute amortization at an annual rate of 20 per cent in calculat- 
ing their tax liabilities, or retroactively at a greater rate if the 
emergency ended within a shorter period. Under a third method, 
new plants were constructed by the federal government through 
the Defense Plants Corporation, a subsidiary of the Reconstruction 
Finance Corporation, and leased to private firms for operation. 

While the federal government provided much of the capital 
for plants engaged in war production, the chief source was still 
the private investor. Money was plentiful and profits were good, 
a condition which furnished the chief incentive to private in- 
vestment in war industries. 

War Price Control. February, 1941, marked a turning point 
m the behavior of general wholesale and retail prices. Although 
the prices of twenty-eight basic commodities and the general 
Bureau of Labor Statistics (BLS) wholesale index began to move 
upward in August, 1940, the acceleration did not become serious 
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until m February of the following year. The danger of that general 
price rise became particularly clear with the signing of the Lend- 
Lease Act on March 11, 1941. Under the terms of that Act, the 
United States undertook to serve as the arsenal and supplier of 
all nations fighting the Axis, providing not only weapons but 
food in the utmost quantities possible, without regard to the 
terms or conditions of payment 

In passing it should be remarked that the lend-lease system 
was devised to get around the difficulty of foreign debt repay- 
ment such as was experienced after the termination of World 
War I. It will be recalled that shortly after 1920 every foreign 
country, except Finland, defaulted in its debts to the United 
States, and since a similar situtation would most likely main- 
tain after World War II, the lend-lease system seemed to be a 
good method of escape. 

By a special executive order. President Roosevelt replaced 
the Price Stabilization Division with the Office of Price Adminis- 
tration and Civilian Supply (OPACS). That ofiice was directed 
“to take all lawful steps necessary or appropriate in order to 
prevent price spiraling, rising cost of living, profiteering, and in- 
flation . . . ,” and to supervise the supply of goods for civilian 
purposes. The OPACS pushed the control of prices with vigor. 
By August 1, 1941, about 12.5 per cent of the total wholesale 
value of manufactures, minerals and imports had been brought 
under informal control. In addition, 10 per cent was under formal 
control, so that nearly one quarter of the wholesale price struc- 
ture was being regulated by mid-summer of 1941. 

The single dominant factor in the changing economy was 
the volume of defense expenditures. At the time the defense 
program was launched, monthly expenditures for war materials 
totaled $200,000,000. In April, 1941, ten months later, monthly 
expenditures had increased five times to a level of $1,000,000,000. 
Within the following eight months, they doubled, reaching in 
December the monthly rate of $2,000,000,000. It was that rapid 
e.xpansion of defense outlays that was the dynamic element in 
the developing economic situation, and was the cause of the in- 
creasing pressure on prices. 

Every dollar disbursed by the federal government in its enor- 
mous expenditures became a payment of wages, salaries, interest, 
rents, profits, or cash farm income. Under the influence of govern- 
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ment spending, income payments inci-eased at an accelerated 
rate. The farm income alone more than doubled during the war 
years. Consumer expenditures mounted rapidly From an annual 
rate of $65,003,000,000 in May, 1940, they rose to an all-time 
high of $78,000,000,000 in August, 1941. 

The rising tide of defense and consumer expenditures caused 
an increase in investment. That investment expenditure, added 
to government and consumer outia^ s, contributed to the increased 
demand for virtually all kinds of goods and services Prices rose, 
but not in proportion to increase of demand, because production 
was mounting at such a rapid rate. From a level of 140 in 
January, 1941, as compared to the base period of 1936-1939, 
the index of industrial production rose to 168 in December, 
an increase of 20 per cent for the year. That enormous increase of 
output helped to keep the price problem within manageable pro- 
portions for a time. 

By the summer of 1941, however, the American defense 
economy was facing an inflation problem of war-time proportions, 
and it became necessary to strengthen the apparatus of price 
control with full and explicit statutory authority. Accordingly, 
on July 30, 1941, President Eoosevelt asked Congress for “legisla- 
tion ... to establish ceilings for prices and rents, to purchase 
materials and commodities when necessary, to assure price 
stability, and to deal more extensively with excesses in the field 
of installment credit ” 

The Emergency Price Control Act of 1942, creating the Office 
of Price Administration (OPA), was approved on January 30, 
1942. The OPA promptly issued the general order which “froze” 
almost all prices on goods and services, at wholesale and retail, 
at their March, 1942, levels. Modifications of prices in specific 
cases were later allowed. 

Further rise m the general level of wholesale prices of con- 
trolled items was all but stopped, and the danger of a much 
dreaded war inflation was removed, at least for the time. In 
May, 1946, for example, the Bureau of Labor Statistics Whole- 
sale Index number (BLS) stood at 109.6 per cent of the 1926 
level as the base year of 100. How much this control of price 
rises saved the federal government and the consuming public 
in unnecessary expenditures is impossible to say, but it was 
very great. 



882 


Public Finance 


[Ch. 15 


It was evident that general or special prices could be con- 
trolled, but what about costs of production? The latter seemed 
to mount just the same. In fact, their rise seemed to be so inevita- 
ble that relief of some kind had to be provided for the producer, 
either by permission to advance pnces by piercing the ceiling, 
or by a subsidy. In some cases, it was not appropriate to permit 
price increases; therefore, rather than allow the producer to be 
forced out of business, the industry was often subsidized out of 
Treasury funds to the extent of the additional costs. From time 
to time, Congress appropriated large sums of money for this 
purpose, which should be regarded as part of the over-all costs 
of the war emergency. The farmer was especially benefitted by 
these subsidy payments 

The Nation at War. The crisis precipitated by the attack on 
Pearl Harbor marked a significant change in the nation’s war 
program. On January 6, 1942, President Eoosevelt sent to Con- 
gress his. message on the state of the Union, in which he outlined 
a “blueprint for victory.” He asked for a budget to provide 60,000 
planes, 45,000 tanks, 20,000 aircraft guns, and 8,000,000 tons of 
shipping for 1942, with increases for 1943. His budget provided 
for an expenditure of $53,000,000,000 for war. “These estimates,” 
he said, “reflect our determination to devote at least one-half of 
our national production to the war effort ” 

On Apnl 27, 1942, President Roosevelt sent to Congress his 
anti-inflation message, which contained a seven-point program 
designed to prevent spiraling cost of living, and laid down certain 
principles of national economic policy for the duration of the 
war. Briefly, the program asked for: 

1. Heavy taxation with the object of keeping profits at a 
low, reasonable level; 

2. An over-all ceiling on prices paid by manufacturers, whole- 
salers, retailers, and consumers, and on rents in areas 
affected by war industnes; 

3. Stabilization of wages; 

4. Stabilization of farm prices and restoration of the panty 
in place of the 110 per cent of parity formula; 

5. An expanded War Savings program; 

6. Rationing of essential and scarce commodities; and 

7. Discouragement of credit and installment buying and 
encouragement of debt repayment. 

Lend-Lease Expenditures. The Lend-Lease Act, “An Act to 
Promote the Defense of the United States,” became a law on 
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March 11, 1941 It authorized the sale, transfer of title, lease, 
loan, or other disposal of any article of defense or information 
to any country whose support the President deemed vital to the 
safety of the United States. The terms and conditions upon 
which aid was to be received were to be those which the President 
deemed satisfactorj^ The benefit to the United States was to be 
pa 3 nnent or repayment in kind or property, or any other ac- 
ceptable direct or indirect benefit. 

Until August 1, 1943, forty-seven nations had been declared 
eligible for lend-lease aid from the United States by the Presi- 
dent. Fourteen of those nations did not sign lend-lease agree- 
ments, and therefore did not receive such aid, although they were 
on the eligible list. Canada, for example, received no lend-lease 
aid from the United States. This nation paid cash for all supplies 
obtained in this country. Canada made over a billion dollars’ 
worth of supplies available without payment to the United King- 
dom, and later supplied another billion dollars of aid to England, 
Russia, China and other United Nations on a mutual aid basis 
similar to our lend-lease program. 

From the passage of the Lend-Lease Act on March 11, 1941, 
to August 1, 1943, lend-lease aid — goods transferred and services 
rendered to all nations — totaled $13,973,339,000. That sum 
represented about 12 per cent of this country’s total war costs 
up to that date. Of this total amount, munitions constituted 
about 50 per cent, industrial products about 21 per cent, and 
food and other agricultural products about 14 per cent. The 
remaining 15 per cent consisted of shipping, ship repairs, and 
other services, and the construction of plant facilities in the 
United States for the production of lend-lease goods. 

In order to manufacture the munitions and supplies which 
were sent to the Allies, it was necessary to expand production 
facilities in the United States, and an important part of the ex- 
pansion was financed with lend-lease appropriations. As of June 
30, 1943, $869,500,000 of lend-lease funds were allotted for that 
purpose. Since the war, these production faalities have become 
a permanent part of the industrial capital, and have been put to 
use for the manufacture of consumers’ goods and services. 

Total lend-lease shipments to the most important countries 
from March 11, 1941, to October 1, 1945, are listed on page 384®. 

^Twenty-First Report to Congress on Lend-Lease Operations, for the Period 
Ended September 30, 19i5, (Washington, D. C.: U S. Government Printing 
Office), p* 14. 
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LEND-LEASE SHIPMENTS MARCH 11, 1941 TO OCT. 1, 1945 


British Empire 

$30,269,210,000 

U.S. S.E 

10,801,131,000 

France 

1,406,600,000 

China 

631,509,000 

American Republicans 

421,467,000 

Netherlands 

162,157,000 

Greece 

75,416,000 

Belgium 

52,443,000 

Norway 

34,640,000 

Turkey 

28,063,000 

Yugoslavia 

25,885,000 

Other Countries 

43,284,000 

Aid not charged to foreign governments 

2,088,249,000 

Total Lend-Lease Aid 

$46,040,054,000 


These shipments comprised ordnance and ammunition, aircraft 
and parts, tanks and parts, motor vehicles and parts, water 
craft, industnal items and foodstuffs 

The greater part of supplies to the Soviets was ordnance sup- 
plies. More than $1,000,000,000 of shipping services and ship re- 
pairs were performed for the British under lend-lease. Shortly 
after Pearl Harbor, England and the United States agreed that 
the latter would construct most of the merchant ships needed by 
the United Nations As a result, the United States undertook 
the greatest shipbuilding program ever attempted by any nation. 
The size of the fleet increased greatly after December, 1941, In 
1942, the United States shipyards turned out 746 merchant slups; 
in the first seven months of 1943, 1,023. 

The United States was the beneficiary of reverse lend-lease 
from many of the United Nations. For example, the United King- 
dom up to June 30, 1943, extended such reverse lend-lease aids 
to the United States as goods, services and information, as well 
as raw materials, commodities and foodstuffs heretofore obtained 
only in exchange for exports, to the total of about $1,171,000,000. 
The Australian government officially estimated the expenditures 
for reverse lend-lease aid to the United States at £A60,792,000,s 
as of June 30, 1943. New Zealand supplied its share of reverse 
lend-lease aid to the total amount of $51,000,000. 


•£A indicates Australian pound sterling 
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Dunng the third quarter of 1945, hostilities came to a close 
with the capitulation of Japan. In recognition of the fact that 
the Lend-Lease Act was primarily an instrumentality of the prose- 
cution of the war, steps were taken by Executive Order to termi- 
nate it and to cease expenditure of its funds. 

The post-war economy of England, especially its foreign trade, 
was, and is still, not in a satisfactory condition. During World 
War II, the British had literally “shot away” their raw materials 
and capital, and when peace came they were in depressed economic 
conditions. To give the British a little aid, and also to bolster 
the markets of the United States with them. Congress authorized 
a loan, as follows: 

The Treasury was authorized to advance Britain up to 
$3,750,000,000 during the next five years, with no interest dur- 
ing this time. Interest at 2 per cent was not to begin until in 
1951. 

The British could obtain waiver of interest payments when- 
ever their exports failed to exceed by 60 per cent those of the 
period immediately preceding the war 

Canada also made a billion-dollar loan available to the British 
on substantially the same conditions. 

This loan was made available to England by means of establish- 
ing a credit against which an English purchasing agent could 
write his checks. No money was actually turned over to the Eng- 
lish. All they wanted was goods and services, such as foods, 
clothing, machinery, raw materials, vitamins, and numerous other 
items. These goods and services were bought in the United States 
by the British purchasing agent on the credit of the federal 
government and shipped to England for consumption. It should 
be noticed that in some ways this was an unproductive loan in 
that it would not return itself with principal and interest. It 
was largely an expenditure for immediate consumption purposes. 
When it is paid in the future it will be necessary for England to 
export part of its wealth in some form to this country'. In recent 
years, Finland and Belgium have borrowed from the United States, 
but chiefly as an investment to develop their own natural resources 
which, in the end, should create its own means of repayment. 

Early War Tax Program. The enormous war expenditures 
demanded great volumes of government purchasing power. 
Accordingly, the federal government formulated a formidable 
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fiscal program of taxes at a very early stage of the war in 1940. 
That tax program was designed to accomplish two main purposes 
first, to provide additional revenue for meeting the increasing 
government expenditures; and, second, to head off the onrush of 
inflation. Even at the end of 1941, the federal government was 
spending at the unprecedented rate of $2,500,000,000 monthly 
In August, 1943, the expenditures were more than $7,000,000,000 
On December 7, 1941, the national debt was about $55,000,000,000. 
By June 30, 1943, it had risen to $136,700,000,000. This enormous 
increase in government spending was creating income and pur- 
chasing power m the hands of consumers at a very rapid rate. 
According to a report by the United States Treasury Department, 
at the close of 1943, the national income was approximately 
$130,000,000,000. About half of the industrial productive capacity 
was devoted to war purposes, and the other half produced about 
$90,000,000,000 of goods and services for civilian use, which left 
about $40,000,000,000 of excess purchasing power Comparing 
1943 with the pre-war period of 1936-1939, expenditures in eating 
and dnnking places increased 143 per cent; in clothing stores, 
102 per cent; and in jewelry stores, 218 per cent, to mention 
just a few items 

Nor do these facts present the entire picture. According to a 
report by the Secretary of the Treasury from the beginning of 
1940 to June 30, 1943, a period of three and one-half years, the 
American people saved, in round figures, $55,000,000,000. Of 
this total, $24,000,000,000 was in the form of currency and check- 
ing accounts and $21,000,000,000 was in redeemable or marketable 
bonds. 

As previously stated, the federal government early adopted 
a policy of avoiding in so far as possible borrowing through com- 
mercial banks because of the tendency to inflation. This was the 
direct opposite of the policy adopted during World War I when 
the Federal Reserve System was organized in part for this pur- 
pose. The general theory is usually stated thus. Bank purchases 
of government securities lead directly to an increase in cash 
assets held by the public depositors. When depositors lend their 
deposits to the government by buying bonds, no new purchasing 
power is thus created; such funds are merely transferred from 
private to Treasury accounts on the books of the bank. But 
when banks buy or invest in government securities out of their 
own funds, or out of the funds which depositors have on deposit 
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with them, they cannot charge these purchases against their 
depositors^ -accounts; the result is that new purchasing power is 
created. In payment for government bonds, the banks usually 
set up ''war loan accounts,” payable to the United States Treasury. 
As the Treasury draws on these accounts to finance war expendi- 
tures, the new funds flow into the pocketbooks and bank ac- 
counts of individuals and business firms. During the fiscal year 
of 1943, banks increased their holdings of federal securities by 
about $30,000,000,000. This was the main factor in expanding 
by about 36 per cent the total of com, paper money, and checking 
deposits held by the public. It is for this reason that the federal 
government did not favor a policy of financing the war by 
borrowing through the commercial banks, but insisted on dealing 
directly with the individual or corporate lenders. It is also another 
reason why so many federal secunties have been made non-nego- 
tiable and non-assignable. 

The banks in the United States have recently become heavy 
investors in federal securities. As of March 27, 1946, the twelve 
Federal Reserve banks held a total of $22,974,322,000 of United 
States Government securities'^ As of December 31, 1945, all 
private banks in the United States held at total of $101,300,000,000 
of Federal securities.® 

The 1944 Tax Program. On October 4, 1943, the Secretary of 
the Treasury presented to the Ways and Means Committee of 
the House of Representatives his recommendations for new tax 
legislation. The criteria for appraisal of the various sources of 
income were: 

1. The capacity of the tax to raise money, and its effect on 
the inflation problem; 

2. The extent to which it might interfere with war production; 

3. The degree of hardship it would place upon the people with 
fixed incomes and with fixed obligations, and upon people 
with inadequate incomes; and 

4. Its practicability and cost from the standpoint of its ad- 
ministration. 

That program is of general interest because of the fundamental 
principles of fiscal policy involved. One of the chief considerations 
in developing that tax program was the drawing off of "excess 
spending money.” For example, it was then estimated by the 

^federal Reserve Bulletin (Washington, D. C Board of Governors of 
the Federal Reserve System), April, 1946, p 393. 

Tbid , p. 402, 
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United States Treasury that income payments to individuals 
would amount to about $152,000,000,000 in the fiscal year ended 
in 1946. The available amount of goods and services to the con- 
sumer could absorb only about $89,000,000,000 of that sum, 
leaving $63,000,000,000 gross surplus above consumption. Under 
existing schedules, personal taxes would further reduce the amount 
by $21,000,000,000, leaving a net of $42,000,000,000. Of the 
$42,000,000,000, about $17,000,000,000 would be absorbed chiefly 
by borrowing, leaving some $25,000,000,000 of “excess spending 
money” in the pockets of the consuming public. Taxes were 
imposed to impound that excess spending power. It was contended 
that by faking part of the excess spendable income, the strain 
on the defense line of rationing and price control would be re- 
duced; and if this were accomplished the expense of government 
could be reduced at the same time. 

The total amount of additional taxes recommended by the 
Treasury was $10,500,000,000 (originally, $12,500,000,000) for a 
fun year of operation to June 30, 1945. Of the total, $6,500,000,000 
consisted of additional individual income taxes, some part of 
which was to be refundable after the war. 

It was also reported by the Treasury Department in 1945 
that about four-fifths of all the income of the country was going 
to people earning less than $5,000 a year. Accordingly, the 
Treasury program proposed higher taxes on this group, some of 
whom entirely escaped under the existing set of schedules, while 
others paid very little. Of the increased income taxes proposed 
by the Treasury, $1,600,000,000 were on income groups under 
$3,000 of net income; $3,500,000,000 were on groups under 
$6,000 net income. 

Actually, the Ways and Means Committee of the House 
greatly reduced the amount of taxes as recommended by the 
Treasury to be based on corporate and individual income and on 
almost all excises. Estate and gift taxes were regarded as high 
enough and, therefore, were not increased. 

The heavier taxes on corporations proposed by the Treasury 
were based on increased corporate income. Corporate profits 
for the calendar year 1943 were $22,600,000,000, while for 1944, 
they were $24,500,000,000. In 1943, corporate tax liabilities 
were $13,500,000,000, which, with a further increase in corporate 
incomes, left a wide margin upon which further taxes could be 
imposed. Tariff schedules were not appreciably increased because 
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foreign, trade upon which duties could be collected was nominal, 
and hence not much income could be expected from that source 

Federal War Budgets. The trend of federal expenditures 
and income for the fiscal years ended June SO, 1943, 1944, and 
1945, is shown in the following table: 

FEDERAL EXPENDITURES AND INCOME FOR 
1943, 1944, and 1945 
(In millions) 


1943 1944 1945 

July 1, 1942 July 1, 1943 July 1, 1944 
to 

June 30, 1943 June 30, 1944 June 30, 1945 


Outgo: 


For war* 

For excess profits re- 
fund bonds, interest 

$ 76,085 

$ 92,000 

$ 90,000 

on public debt, etc. 
Excess of receipts 
from government 
corporations (de- 


4 

1,000 

duct) 

1,809 

177 

32 

Total spending 

79,346 

99,274 

99,722 

Income: 

22,282 

41,186 

40,769 

Deficit: 

Other financing needs: 
Increase in cash 

57,064 

58,088 

58,953 

accounts 

Retirement of gov- 
ernment corpora- 

6,516 

46 

101 

tion debt 

Total direct debt in- 

694 

2,770 

1,346 

crease 

64,274 

60,904 

60,400 

Gross Public Debt* 

$136,969 

$197,600 

$268,000 


♦Includes war expenditures of the Reconstruction Finance Corporation 


Post-War Budgets.® The 1947 budget was different in that it 
was an attempt for the first time on the part of the Chief Execu- 
tive to submit a single comprehensive estimate of all federal 
expenditures for special action by Congress. It included esti- 
mates not only of expenditures and receipts for which legislative 

^Tke Budget of the United States Government for the Fiscal Year Ending 
June SO, ISif, p. bckviii 
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authority already existed, but also for which authorization was 
recommended 

The Government Corporation Control Act of 1945 made it 
necessary for the President to submit to Congress the budget 
programs of the wholly owned government corporations, thus 
greatly enlarging the executive budget ordinarily presented at 
the beginning of each year. Under the Control Act of 1945 pro- 
vision was made for corporations to be used to carry out a broad 
range of government programs largely of a revenue producing 
type. In general, those corporations were to make and guarantee 
loans of private institutions to businessmen, farmers, home 
owners, foreign governments; to insure private individuals against 
loss from crop failures, price declines, war damage, to construct 
vital war plants; to build navigation and flood control projects 
and electric power plants; to operate railroads, steamship service, 
barge lines and terminals, to purchase stock piles and sell com- 
modities m domestic and foreign markets; and to administer 
subsidy programs The federal government invested over 
$5,000,000,000 in these corporations and they controlled over 
$16,000,000,000 in tangible assets.^ 

For the first time since the fiscal year of 1930, the 1947 budget 
did not require any increase m the national debt In fact, the 
national debt was reduced substantially during 1947 

Without going into detail, a brief statement of the expenditures 
for the emergency years may be given as follows:^ 


Fiscal Year 
1949 
1947 
1946 
1945 
1940 


Total Budget Expenditures 
$ 41 , 900 , 000,000 

35 . 860 . 000 . 000 

67 . 229 . 000 . 000 
100 , 031 , 000,000 

9 , 252 , 000,000 


The fiscal year of 1945 was the high year in expenditures, and the 
1946 fiscal year was the turning point in the emergency expendi- 
ture program of the federal government. The federal budgets 
for the fiscal years 1948 and 1949 show substantial increases, 
especially the latter, largely because of the international situation 
In formulating the 1947 fiscal program of the federal govern- 
ment, the administration had to choose between two divergent 
economic policies; should all legislative controls over prices, 
credit, w ages, volume of money in circulation, and rationing of 
''Ilnd., p xlviii 
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consumer products be continued; or, should those legal controls 
be removed or greatly lessened, thereby giving full opportunity 
to private enterprise operated in a competitive market to pro- 
duce such a volume of consumer goods that the law of supply 
and demand would keep price inflation within bounds. 

In general, the consumer favored retaining the controls, 
especially over prices and rents. To do so would have meant a 
large federal expenditure for those purposes, because the OPA 
was an enormously expensive agency. On the other hand, business 
interests demanded that all shackles be removed from private 
production. It was contended that the volume of consumer goods 
thrown on the market would prevent substantial price rises. It 
was further claimed that this latter policy would sustain the 
national income at a high level and would greatly reduce the 
federal expenditures for the fiscal years ahead and accelerate 
the liquidation of the public debt. It was a clear recognition of 
the fact that the economy of the country and the fiscal policy 
of the government could not be separated 

In the latter part of 1945 and early part of 1946, the Presi- 
dent had been gradually removing or modifjdng the war-time 
economic controls. Wage ceilings were abolished, and those on 
certain commodities and services were modified. Early in 1946, 
it became evident that all economic controls were definitely to 
be repealed by Congress, and that the OPA was not to be extended 
after the end of that fiscal year. The President had asked Congress 
for its extension and also for a renewal of Regulation W which 
pertained to credit controls and installment buying; but the act 
passed by Congress was unsatisfactory to the President and 
was vetoed by him early in 1946. Accordingly, on June 30, 1946, 
the OPA passed out of existence. The effect upon several whole- 
sale and retail prices was immediate. The BLS Wholesale Index 
number, standing at 112.5 on June 30, 1946, of the 1926 base 
level of 100, began to nse very rapidly. It climbed almost pre- 
cipitously until on August 2, 1948 it was at 169.2, or about 1.5 
per cent above the all-time high of May, 1920. Regulation W was 
further modified by Congress so that all controls over credit and 
installment selling were completely removed, and all credit con- 
trols cancelled. Inflation was thereby allowed to go its full length, 
as is shown by the rapid rise of the BLS Wholesale Index number. 

General prices continued to nse through 1947 and 1948. A 
special session of Congress was called by the President on July 26, 
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1948, to give attention to the rising cost of living In a special 
message to Congress, the President in his ten-point program 
asked for price and credit controls. The principal legislation by 
Congress was a re-enactment of Regulation IV which required 
an average of about 33}^ per cent down pajunent on such articles 
as automobiles, jewelry, refrigerators, and cameras when bought 
on the installment plan, and the balance to be paid within 15 
months, later changed to 21 months. 

Analysis of the Public Debt, The annual status of the federal 
debt has been illustrated graphically in another chapter.® When 
the fiscal program of the federal government was put on a war 
basis in the latter part of 1939 and early in 1940, the debt of 
a little in excess of forty billions of dollars was partly an accumula- 
tion from World War I, and partly a result of expenditures during 
the drouth and flood years, but largely the result of the aids 
rendered during the depression from 1933 to 1939. 

As a result of World War II, the federal debt began its ex- 
pected ascent and became very complex. Its complete status on 
June 30, 1947 is shown in the following table 


ANALYSIS OF THE PUBLIC DEBT 

Issues Outstanding Public Debt 

As In Table 


Interest-bearing debt: 
Public issues: 


Marketable obligations: 


Prewar bonds (World War I), including 
postal savings bonds $ 

Treasury bonds . 

Treasury notes : Regular series 
Certificates of indebtedness 
Treasury bills 

Nonmarketable obligations: 

Armed forces leave bonds 
Depositary bonds 
United States Savings bonds 
Treasury savings notes 


165 , 696 , 460.00 
119 , 322 , 882 , 950.00 
8 , 142 , 235 , 000.00 
25 , 295 , 970,000 00 
15 , 774 , 960 , 000.00 

1 . 792 . 972 . 450.00 
325 , 426 , 000.00 

51 , 366 , 729 , 479,10 

5 . 560 . 079 . 700.00 


Total, public issues 


$ 227 , 746 , 952 , 039.10 


“See page 288 

^'‘The Budget of the United States Government for the Fiscal Year Ending 
June SO, 19U9, page 1307. 
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ANALYSIS OF THE PUBLIC DEBT 
Special issues: 


Treasury notes: 

Alaska Railroad retirement fund 2,680,000 00 

Canal Zone, Postal Savings System 3,500,000.00 

Canal Zone retirement fund . . 12,257,000.00 

Civil service retirement fund , 2,435,238,000.00 

Federal Deposit Insurance Corporation 408,000,000.00 

Federal old-age and survivors insurance 

trust fund 1,109,000,000.00 

Federal Savings and Loan Insurance 
Corporation 62,212,000.00 

Foreign Service retirement fund 9,638,000.00 

Mutual mortgage insurance fund 14,500,000.00 

National service life insurance fund 6,473,685,000.00 

Postal Savings System 1,624,000,000.00 

Railroad retirement account . 805,500,000.00 

War housing insurance fund . 3,000,000.00 


Certificates of indebtedness: 

Adjusted-service certificate fund . . 
Federal old-age and survivors insurance 
trust fund 

Government life insurance fund 
Unemployment trust fund 


12,250,000.00 

5.995.000. 000.00 

1.254.000. 000.00 

7.142.000. 000.00 


Total, special issues 


27,366,460,000.00 


Total, interest-bearing debt 


$255,113,412,039.10 


Non-interest-bearing debt: 

Public issues: 

Matured debt on which interest has ceased 
(payable on presentation) 

Debt bearing no interest (payable on pre- 
sentation) : 

Special notes of the United States.^ 
International Bank for Reconstruc- 
tion and Development series 
International monetary fund series 
United States notes, less gold reserve 


230,913,535.76 


415,785,000.00 

1,724,000,000.00 

190,641,585.07 


Tssued under the provisions of the Bretton Woods Agreements Act, 
approved July 31, 1945, and under the authority and subject to the pro- 
visions of the Second Liberty Bond Act, as amended The notes are non- 
negotiable, bear no interest, and are payable on demand 



394 


Public Finance 


[Ch. 15 


ANALYSIS OP THE PUBLIC DEBT 

National and Federal Reserve bank 
notes assumed by the United States 
on deposit of lawful money for their 
retirement 516,765,561.50 

Other^ 94,865,387.24 


Total, non-interest-bearing debt 3,172,971,069 57 

Total, public debt on basis of Treas- 
ury daily statement $258,286,383,108 67 


includes excess-profits-tax refund bonds amounting to $57,995,648 75 
on June 30, 1946, and to $19,185,739.72 on June 30, 1947 

The pre-war bonds were those only of World War I, and were 
negligible by comparison. All other pre-war bonds and obligations, 
such as those of the Panama Canal, Civil War and Spanish-Amer- 
ican War had been liquidated. Over forty issues of Treasury 
bonds were outstanding to the total of over $119,332,000,000 at 
interest rates varying from 1.75 to 4 25 per cent. Nineteen issues 
of Series A to G United States Savings Bonds were outstanding 
in the hands of the public to the amount of over $51,366,000,000 
The rates of interest of other senes of obligations varied, 
such as Treasury bills, bearing .375 per cent; certificates of in- 
debtedness, .875 per cent; Treasury notes, from 75 to 1 5 per 
cent. The so-called special issues consisted of bonds which the 
federal government had exchanged for the various trust funds, 
such as the Unemployment Trust Fund, entrusted to it for safe- 
keeping. The federal government had outstanding over three 
billion dollars of non-interest bearing debt m 1937, which con- 
sisted principally of matured bonds. United States savings stamps, 
and United States notes. The special notes of the United States 
were issued under the provisions of the Bretton Woods Agreement 
Act of July 31, 1945, and under the authority, and subject to 
the provisions, of the Second Liberty Bond Act These notes are 
nonnegotiable, bear no interest, and are payable on demand 
The maturity distribution of the federal debt, by classes, is 
shown in the table on page 395:“ 

In the above table, it should be noted that the volume of 
short-time borrowing of the federal government greatly increased 

i^Sources: Treasury Bulletin, August, 1941, pp. 24-25; August, 1942, 
pp. 45-46, August, 1943, pp 47-48; September, 1944, pp. 47-48; September, 
1945, pp. 51-52 
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MATURITY DISTRIBUTION OF THE FEDERAL DEBT 
(Par value in millions of dollars; 




Within 

1-5 

5-10 

10-15 

15-20 

Over 

June 30 

Total 

1 year 

years 

years 

years 

years 20 years 

1941 

44,072 

4,078 

18,239 

9,940 

8,362 

3,436 


1942 

55,122 

8,087 

17,388 

17,126 

6,447 

3,336 

2,716 

1943 

99,333 

35,811 

20,843 

23,051 

6,641 

3,653 

9,309 

1944 

141,591 

51,246 

25,061 

33,889 

9,783 

10,246 

11,343 

1945 

181,358 

60,646 

34,801 

41,516 

11,679 

19,281 

13,396 


toward the close of the war. Those short-time securities were 
either paid as due or were reissued m consolidated long-term 
bonds. In most instances they were paid and cancelled. It should 
also be noted that a relatively small part of the federal debt has 
a maturity date of over twenty years. It should be further ob- 
served that the war-and peace-time spending has left a very 
great post-war debt. On June 30, 1944, the public debt was 
$198,000,000,000, and a year later, approximately $258,000, 
000,000. It reached an all-time peak of $279,000,000,000 in March, 
1946, after which began the long gnnd of liquidation. Congress 
had authorized a debt limit of $300,000,000,000 during World 
War II, since reduced to $275,000,000,000. In view of such huge 
totals, administration of the public debt and of related fiscal 
policies presents intricate problems for the future. These pro- 
blems will be considered in a subsequent chapter on debt manage- 
ment. 

The primary achievement of the debt policy during and since 
World War II has been the maintenance of low and stable rates 
of interest. The average rate of interest on the public debt is 
and has been under 2 per cent (actually 1 959*^ ), which makes a 
total debt (annual) service charge of about $5,000,000,000. In- 
terest received from all new issues is fully taxable. As a result, 
the net cost per dollar borrowed is now about one-third of this 
service dunng World War I. 

There has been the broadest possible distribution of the debt, 
first, to combat inflation, and, second, to effect as wide owner- 
ship of the obligations as possible For these reasons, it has 
been the government’s deliberate policy to offer the highest 
rates of interest on those bonds sold to individual purchasers in 
limited amounts. As of 1948 there were over fifty million sub- 
scribers to federal bonds in the United States. 
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Enropean RecoTcry Program. The European Recovery Pro- 
gi'am (ERP), or the Alarshall Plan as it is popularly called, went 
into effect in April, 1948, to continue in existence until July 1, 
1952, unless extended by Congress The purpose of ERP was to 
aid certain countries in Europe in their post-war economic re- 
covery. Lend-lease and UNRRA were able to give these countries 
a start, but it was not sufficient. These countries needed food, 
coal, steel, machinery, petroleum, fertilizer and a long list of 
other commodities which they are unable to supply for themselves. 

Sixteen European countries accepted the plan and agreed 
to abide by its provisions, chief of which were that they would 
collectively present to the United States Government an inventory 
of their own resources which they might use to aid themselves, a 
list of their total needs and deficits, and the net requirements 
which they asked ERP to supply. They also agreed to build up 
their own fanning and industry, to stabilize their currency and 
to co-operate among themselves to help each other; to supply 
United States Government with certain items for stockpiling; to 
pay for what they got by setting aside funds in their own cur- 
rencies; and to report each quarter what they have done with 
the aid. 

The total cost to the United States Government was set by 
The Committee on Foreign Aid at about $17,000,000,000, as fol- 
lows: 


1. Deficit of the 16 European 

nations out of trade $19,400,000,000 to $22,100,000,000 


2. Added: Deficit of the 
U.S.-British Zone 


$600,000,000 


3. Total Cost $20,000,000,000 to $22,700,000,000 

4. Subtracted: Financing by 

World Bank $4,100,000,000 


5. Total needed from U. S. 

Treasury $15,900,000,000 to $18,600,000,000 

6. Subtracted: Separate Ap- 
propriations $800,000,000 


7. Total needed from ERP $15,100,000,000 to $17,800,000,000 
8 Total to be authorized by 
Congress for use over 4 
years 


$17,000,000,000 
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The chief sources of these funds are direct appropriations 
by Congress to be furnished through the Secretary of the Treasury, 
the Export-Import Bank,'pnvate loans, and liquidation of dollar 
assets of the benefitted nation. For 1948, the Committee on 
Foreign Aid (CFA) fixed the distribution of these goods and serv- 
ices on the basis of 34 per cent to Bntam, 22 per cent to France, 
14 per cent to occupied zones in Germany, and 30 per cent to 
other countries approved for such aid. The method of payment 
will vary with the type of goods provided. In some instances, 
such as for food, fuel and fertilizer, the aid will be an outright 
gift In other cases, as for industrial machinery and equipment, 
the aid will be financed by a loan from the World Bank. In 
general raw materials and farm machinery will be financed by 
the Export-Import Bank. Foreign owned assets in this country 
will not be touched, if that can be avoided. 

The ERP IS not dissimilar to the RFC, except that it per- 
tains to world post-war economic recovery. It is a bold attempt 
to save the people of the war-tom world from starvation, to 
assist them to re-establish themselves economically, and to pro- 
vide present and future markets for products of the United States. 

Contingent Liabilities of the Federal Government. Early in 
1930, it became evident that the entire structure of private 
finance in the United States was in danger of collapse. Rail- 
roads, insurance companies, private corporations, banks — insti- 
tutions which represented the economic backbone of the coun- 
try — were in distress. If those enterprises had been allowed to 
become bankrupt, a widespread economic catastrophe could not 
have been averted. The states and local units made some effort 
to furnish financial aid to these distressed interests, but without 
very effective results. Ruinous financial conditions were so 
wndespread that only the great resources of the federal govern- 
ment could cope with these problems. Accordingly, Congress pro- 
vided a group of financial agencies to furnish aid to the distressed 
groups. In order to raise funds for such purposes, many agencies 
were authorized to issue bonds and other instruments of indebted- 
ness, which were guaranteed both as to principal and interest by 
the United States Government. 

The following table gives the contingent liabilities of the 
United States government for June 30, 1947:^* 

Budget of the United States Government for Fiseai Year Ending 
■June SO, 19i.9, p. 1308. 
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CONTINGENT LIABILITIES OF THE 
UNITED STATES, JUNE 30, 1947 

Issuing Agency To t a l 

Guaranteed Obligations 

1. Commodity Credit Corporation 

2. Federal Farm Mortgage Corporation 

3. Federal Housing Administration 

4. Public Housing Administration 

5. Home Owners’ Loan Corporation 

6. Reconstruction Finance Corporation 

7. Tennessee Valley Authority (see item 10) 

8. XJ. S. Maritime Commission 

Total guaranteed obligations 85,407,240.10 

Contingent Liabilities 
On credit of the United States 

9. U. S. Postal Savings System funds due de- 

positors 

10. Tennessee Valley Authority (see item 7) 

11. Canal Zone Postal Savings System funds due 

depositors 

Total, based on credit of the United States 3,503,612,701.48 
Other obligations 

12. Fedeial Reserve notes (face amount) 23,444,193,468.08 

Total contingent liabilities 26,947,806,169.56 

Total guaranteed obligations and con- 
tingent liabilities 27,033,213,409.66 

It is expected that these contingent liabilities will be liquidated 
by the respective issuing agencies, and therefore will never be- 
come part of the permanent debt of the United States Govern- 
ment. To date, there have been no defaults of consequence 
In fact, many matured obligations, as shown in the table are now 
nominal in amount. Still further reductions of these totals may 
be expected as the old New Deal agencies are further liquidated 
or merged with other departments of the federal government, or 
their functions turned back to the states. 

State and Local Governments. During the depression years 
following 1929, many states and local governments experienced 


3,493,748,308.07 

9,864,393.41 


$40,330,032 15 
2,625,794.03 
38,210,279.65 
2,068.40 
4,236,005.37 
3,060.50 


k 
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great difficulty in balancing their budgets. Their expenditures 
rose, and their incomes decreased because so many of their tax 
bases were affected by the depressed condition of business Many 
states and local units issued script and other short-term credit 
instruments to meet current expenses, and not a few defaulted 
on their bonds and other obligations. One state, Massachusetts, 
made provisions for its local units to go through a reorganization, 
not unlike bankruptcy, when their fiscal conditions required it. 

During the boom years of World War II, the states and local 
units were in a most favorable condition They had none or little 
of the war expenditures which the federal government had to 
assume. They benefited greatly by the increase in national pros- 
perity, with the result that there was an excess of revenue over 
expenditures in most states. From 1937 to 1944, total state 
revenues showed an increase of over $2,500,000,000, or about 
62 per cent The state tax providing the most revenue in 1945 
was on individual and corporate incomes, and amounted to 
$809,900,000, or 230 per cent over 1937. The next most produc- 
tive source of revenue in 1945 was the general sales tax. It pro- 
duced a total of $775,000,000, an increase of 80 per cent over 
1937. Other sources which showed substantial gams were the 
motor fuel tax, motor vehicle licenses, and the alcoholic beverage 
tax. The property tax ranked sixth among the state taxes in 
1945, producing $229,000,000, which represented a decline of 
$54,000,000 from the 1937 collections.'® 

The states have made extensive use of their surpluses and 
increased revenues The 1945-1947 state budgets showed a total 
increase of $14,600,000 for general government. During these sur- 
plus years, most states planned extensive highway construction 
for the 1945-1947 biennium. The state of New York spent over 
$122,200,000 more for highways in 1946 than it did in 1945. Prac- 
tically all state budgets for 1945-1947 showed a substantial in- 
crease in expenditures for hospitals, eleemosynary institutions 
and welfare, and not a single state has decreased its appropria- 
tions for education. Surpluses and revenues have been used 
freely for debt retirement with the result that many states have 
entirely liquidated all their obligations. 


^Significant Trends in State Revenues (New York: The Tax Foundation, 
30 Rockefeller Plaza, 1946). 
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The financial condition of most states seemed to be reassuring. 
Revenues were up; debts were paid or reduced; and in many in- 
stances, there was a substantial surplus. There was, however, 
another side which was not always considered. Most revenue in- 
creases were the result of taxes directly attributable to war- 
inflated production, which began to decrease with a fall in post- 
war incomes. Also many state expenditures were deferred because 
of the war and will sooner or later have to be made. In many in- 
stances, expenditmes and commitments have been made without 
regard to the future financial condition of the state. 

The greatest increases in state commitments were for welfare, 
public assistance, hospitals, and aid to cities and schools State 
aids for those purposes became necessary because of the in- 
ability of local governments to meet those burdens. Should 
state revenues decline, which is quite probable within the next 
few years, many of those commitments and pa3Tnents could not be 
met under the existing tax structure. Existing expenditures 
for general government could not be reduced materially. School 
aid has become a fixed charge, and welfare, public assistance, 
eleemosynary institutions, and highway construction expenditures 
might even be more difficult to reduce. In the face of the rather 
rigid expenditure program, further complicated in many states by 
extensive earmarking of taxes, there is no assurance that future 
state revenues will be adequate to meet these fiscal demands 
There are, however, certain alternatives. First, rates of exist- 
ing taxes may be increased; second, new taxes may be imposed; 
third, current expenditures may be financed through the use of 
borrowed funds But such remedial steps can only be taken with 
great difficulty. It therefore seems necessary and advisable for 
the states and local governments to give serious and immediate 
attention to their future fiscal programs. 

Summary. The last normal fiscal year was in 1939. After 
that date the federal government rapidly put its fiscal policy 
on a war basis from 1939 to 1947. New and higher taxes were im- 
posed. Expenditures for ordinary, as well as for war, purposes 
rapidly increased. The deficit increased which caused the national 
debt to mount rapidly from a little in excess of forty billions 


’■^Rising State Expenditures (The Tax Foundation, 30 Rockefeller Plaza. 
New York. 1946) 
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in 1939 to over two hundred seventy-nine billions in !March, 
1946, after which it started on the long road of liquidation. 

A shift from peace to war economy was quickly made. To 
hold down the tendency to inflation, Congress provided for con- 
trols of prices, rents, wages, incomes, credit, and for rationing. 
The enormous accumulation of purchasing power in the hands of 
the public was, m part, taken by higher taxes and by invest- 
ments in federal securities and war industries. How much those 
economic controls resulted in a saving both to the consumer and 
to the federal government, it is impossible to say, but as com- 
pared to the free play of prices during the Civil War and World 
War I, the amount must be very great. 

The peak of the budget expenditures was reached in the fis- 
cal year of 1945 when it was slightly in excess of one hundred 
billion dollars After that date, the budget totals decreased 
If the national income can be maintained at a high level, it should 
be possible to balance the federal budget and at the same time 
leave something for debt reduction 

The federal debt has become very complex. Many new forms 
of borrowing have been introduced, partly to extend the privi- 
lege of security purchasing to the low-income groups, and partly 
to “soak up” excess savings to curb inflation. Toward the close 
of World War II, the federal government borrowed very heavily 
on short-time basis, and less on long-term. Many of the short- 
time securities will be paid as they fall due, while part of them 
will be consolidated in long-term issues of ten or twenty years, or 
longer 

A distinction should be made between the direct debt and 
contingent liabilities of the federal government. The contingent 
liability is the guaranty by the Government as to both principal 
and interest of the obligations issued by certain agencies created 
during the depression years of 1933 to 1939 There has been as yet 
no substantial default in the debts of those special agencies. It 
is, therefore, not expected that any of this contingent liability 
will become a permanent part of the direct debt of the United 
States Government. 


TEXT QUESTIONS 

1. State the difference when an economy shifts from a peace- to 
a war-time basis and when its shifts from a war- to a peace time 
basis. What are some of the principal problems in each case? 
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2. What effect did the political conditions in Europe m the latter 
part of 1939 and 1940 have on the fiscal policies of the federal 
government‘s 

3. What were President Roosevelt’s early mobilization plans and 
their financing? 

4. Explain fully the price controls during World War II, and their 
effects? 

5. What effect did these price controls have on the fiscal policy of 
the federal government? 

6 What was President Roosevelt’s seven-point program to check 
inflation's Was it effective? 

7. Give several reasons for the Lend-Lease Program. Why did the 
federal government not lend outright to the European Allies ‘S 

8. Can you state the chief purposes back of the early war tax pro- 
gram's What feature or features were intended to prevent undue 
inflation? 

9. What part did the banks play in financing World War I; in 
World War II? Why the difference? Why did the federal govern- 

10. ment make this distinction? 

Analyze the federal war budgets, showing percentages of increase 
and decrease. 

11. What was the Government Control Act of 1945, and what 
functions did it perform? 

12 In what year was the greatest war expenditure by the federal 
government's Go to the federal budget for this year and deter- 
mine the percentage that was spent for legislative, executive and 
judicial. 

13. What two divergent economic policies could the federal govern- 
ment choose in 1947? What choice did it make, and with what 
results? 

14. What conclusions can you draw between control under the OPA 
and the trend of BLS Wholesale Index Number? Compare 
similar results with World War I. 

15. Analyze the public debt according to its status as of June 30, 
1947. What is meant by non-interest-bearing debt? 

16. Explain the distribution of the maturities and securities of the 
public debt 

17. What are the chief functions of the European Recovery Program? 
How is it to be financed? What are some of its expected economic 
repercussions? 

18. What is meant by the contingent liabilities of the federal govern- 
ment? What would happen in case these liabilities were to go 
into default? 


RESEARCH TOPICS 

1. When England borrowed the $3,750,000,000, what was the 
procedure by which this loan was made available for its use*^ 
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What evidence of indebtedness did the English Government 
execute? Why was the lend-lease procedure used during the 
World War II instead of an outright loan. 

1. The federal government frequently organized separate corpora- 
tions, such as The Tennessee Valley Authority or the Recon- 
struction Finance Corporation, to effect certain purposes which 
it might have to do directly. In such cases, the federal govern- 
ment guarantees the securities issued by these corporation rather 
than to issue its own direct obligations. Such obligations are 
sometimes known as the Contingent Debt of the United States 
Government. Can you explain the reasons for such procedure of 
government financing? 
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CHAPTER 16 

PUBLIC DEBT MANAGEMENT 


The history and causes of public debts, the execution of public 
loans, kinds and types of government securities, their retirement 
and liquidation, and analyses of the federal and state debts have 
been discussed in previous chapters. It now remains to consider 
the practical matter of public debt management and its economic 
and political repercussions. 

l^at is the relation between the public debt and interest 
rates, the general level of prices and prosperity of a community, 
and the national income? 'WTiat is the legal liability of the federal, 
state and local governments on them debts? Is the public debt any 
different in its economic and political aspects from private debts? 
Is the public debt just another credit obligation, or can it be used 
by government as an instrument to control the whole economy? 
How will public debt affect the number of jobs and employment, 
the wages labor will receive, what and how much they can buy 
with their income and what their savings will be worth? 

Each of these questions, and others, will be considered in a 
practical sense in this chapter on public debt management. 

Instruments of Government Credit. A lender to a government 
always receives some kind of evidence in writing that he has made 
the loan, which also states in the indenture the conditions of pay- 
ment. A government may use many kinds of promises to pay, 
some of which are made negotiable to bearer. At the end of the 
Civil War, for example, there were outstanding four distinct kinds 
of promises to pay: (a) long-term bonds; (b) short-term loans, 
(c) temporary indebtedness; and (d) non-interest-bearing notes, 
such as greenbacks, made legal tender and payable to the bearer. 
Subsequent periods, especially durmg war, have produced very 
complex public debt structure. Even in times of peace, in the 
orderly management of their finances, governments of all level 
use several kinds of evidences of debt. In general, the bond 
represents the long-time debt; but it is often common practice 
for a government to issue short-time promises to anticipate pay- 
ment of taxes, or in expectation of later fimding of short-time 
loans into bonds. 
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A government obligation bears on its face a promise to pay. 
If it is made negotiable, it is payable to bearer so that the title 
will pass unconditionally to an innocent third party on delivery 
without endorsement. The indenture usually states the amount 
of the principal, its maturity, the amount of interest, when it is 
to be paid, conditions of redemption, and usually certain provisions 
with regard to taxation, or exemption from taxation. 

Bases of Government Credit. The basis of government credit 
is by no means a simple condition. Among other thing.s, it depends 
upon the character of the people of the nation, their reputation 
for honoring their debts, the tax systems of the country and the 
willingness of the people to subject themselves to taxes sufficient 
to liquidate interest and debt, the character of the resources of 
the country, the status of economic development, and the history 
of government with respect to its methods of handling debts. 
The reliability of government to meet its indebtedness as it falls 
due varies. For example, a nation, at least a great nation, whose 
domain covers a large area and whose people possess large quan- 
tities of taxable wealth is spared some of these hazards of debt 
repudiation and debased CTedit because both resources and 
industries are varied. But this does not affect the principle that 
debt-paying power depends upon the capacities of people and of 
industries to produce a surplus above their needs. In some of the 
smaller nations over the world, industrial efforts are concentrated 
largely in a few money-yielding industries. If these are based upon 
v anis hing resources, as is often the case, it is evident that the 
fi n ancial managers must take proper care, otherwise the nation 
may find itself in the position of being unable to meet its obliga- 
tions. Even a great nation, as has been the experience of some 
European countries, may handle its industrial affairs in such 
manner as to diminish the power of the people and industries to 
produce goods and services. They, too, are faced with the principle 
just discussed. 

Relation Between Taxes and National Income. The support 
of government must come out of national income, unless capital 
levies are to be exacted, which is produced by business and other 
industrial activity. If a nation is to remain on a basis of private 
enterprise, the question arises: How much of its future taxable 
income can business pledge to the government; and how much of 
the present national income can be taken by taxation? On this 
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point. Professor C. F. Bastable remarked: “The productiveness 
of every separate tax has its limits, and so has that of the tax- 
system taken as a whole. Each additional charge implies a more 
than proportional sacrifice by the contributors, and greater 
difficulty in getting in revenue on the part of the State.”^ Refer- 
ring to England, possibly about 1890, he suggested that “it ap- 
peared that fifteen per cent was probably the largest proportion 
of the national income that, under ordinary conditions, could be 
taken for the state services . . . The fact that he made this 
statement in his discussion of the relation between borrowing and 
taxation as modes of meeting extraordinary expenditures, does 
not alter the principle that there is a condition of, to use his phrase, 
“diminishing returns in public receipts.” 

A few more recent writers have fixed 25 to 33J4 per cent of the 
national income as the most the state may take during normal 
times; it may take more during an emergency The point at which 
the return begins to diminish can be decided only by experience; 
but that there is such a point no one can deny. 

To put these ideas in other words: government is a claimant 
to a share of the national income; this income is the product of 
the productive enterprise of citizens; the point will be reached 
sometime when government cannot increase its claim without im- 
pairing the various sources from which the income flows 

In this country, governments, especially the federal govern- 
ment, have varied greatly from time to time the proportions 
between borrowmg and taxation in raising their revenues. In 
the case of the federal government, during ordinary times, the 
budget is usually in balance and little use is made of borrowing. 
But in case of an emergency both taxation and borrowing must 
be used to a very great extent. During the War of 1812 the 
federal government raised its income by taxation and borrowing 
in the proportion of 43 and 57 per cent, respectively. Congress, 
during the Civil War, attempted at first to finance about 90 per 
cent of its expenditures by borrowings, and the balance by ad- 
ditional taxation and the issue of the greenbacks. The proportion 
during World War I was 72 per cent borrowing and 28 per cent 
taxes and in the World War II it was 57 and 43 per cent, respectively. 

In the diagram on page 407, the percentage of federal debt to 
national income was small until the Civil War when it climbed to 

^Public Finance (London: Macmillan & Co , Ltd , 1927), p 676. 
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46. In 1836, it disappeared entirely because the federal govern- 
ment was then out of debt. From the Civil War until World War I 
it fell. By the end of World War I it again reached 44 per cent. 
After a brief drop it again rose during World War II when it 
reached 176 per cent of the national income This last period was 
one of great deficit financing. 

National Debt and Banks. It seems necessary to present cer- 
tain economic relationships between the national debt and bank- 
ing even at the expense of some repetition of what has been dis- 
cussed in earlier chapters. 

Inflation may involve problems of money and prices, taxes 
and public debts, and bank credit. In ordinary times, governments 
are able to finance all their functions out of taxes, thereby keep- 
ing their budgets in balance except for occasional short-time 
borrowing. Under such circumstances, there is little to no inflation 
of general prices because such fiscal transactions merely involve 
transfer of purchasing power from the taxpayer to his govern- 
ment. But during periods of emergency, such as war, governments 
usually must resort to other sources of income, as borrowing and 
the issue of irredeemable paper currency. When governments 
issue irredeemable currency directly or through banks, general 
prices always rise because the value of such money depends upon 
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its quantity and varies inversely with the amount in circulation. 
The stopping point of this type of inflation is when the purchasing 
power of the paper currency in goods and services reaches zero. 
When governments supply their deficiencies of revenue by means 
of borrowing they often sell their bonds and other securities to 
commercial banks and other financial institutions which have 
the ability to create credit. 

The bank, for example, receives these securities and credits 
the deposit account of the federal government against which it 
may draw its checks to pay its accounts. In this manner the bank 
exchanges its promise to pay on demand for the future promise to 
pay of the federal government thereby creating new purchasing 
power out of its credit expansion. This process greatly inflates 
the entire price mechanism and the supply of money. 



As shown in the above chart the sum of $383,000,000,000 
was raised by the federal government between July 1, 1941, and 
June 30, 1946, taxation supplsdng 45 per cent and borrowings the 
other 55 per cent; the banks supplying a little under 23 per cent 
and non-bank investors 32 per cent of the borrowed sums. There- 
fore, despite the policy of the Treasury to raise as much funds as 
possible by taxation and by borrowing directly from individuals 
and private corporations, nevertheless the banks of this country 
became heavy investors in government bonds, the Treasury 
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attempting to restrict their purchases as much as practicable to 
short-time obligations and other such securities. 

During and after World War II, the federal government dis- 
covered that it could not supply its fiscal requirements without 
using the banks, and yet it would have to move cautiously to avoid 
undue inflation. The banks performed numerous and various 
services. They became the largest single channel for selling govern- 
ment securities. They took bond subscriptions, issued Savings 
Bonds, delivered securities, and made collections on coupons and 
bonds. While the banks were discouraged in their investment in 
long-time government bonds, they were encouraged to invest in 
short-time securities by the following means: First, the banks 
were allowed to receive government bonds and to pay for them by 
crediting the account of the federal government. They were not 
required to put up funds against them until the Treasury began 
checking out its account. Second, the banks were not required to 
deposit reserves against these war checking demand accounts 
with the Federal Reserve Banks. This act released considerable 
funds in the member banks. Third, to encourage the banks to 
invest in short-time obligations, the Federal Reserve System 
fixed bujdng and selling prices on three-month Treasury bills. 
Fourth, the Federal Reserve banks established preferential 
borrowing rates to the commercial banks if they bought short- 
time government securities. Fifth, when commercial banks were 
in need of funds to replace reserve requirements, the Federal 
Reserve Banks purchased their government securities in open 
market. 

Effect of Public Borrowing on Industry. One concern of the 
state is to maintain the progress of the industries upon which the 
livelihood of the people depends, and to which it must have 
recourse, through taxation, to support its own aims. In this 
connection, it will be recalled that one of the arguments used by 
President Andrew Johnson in favor of debt reduction was that 
taxation for the purpose of paying interest and principal on the 
debt consumed large sums which “would otherwise be used by 
our enterprising people in adding to the wealth of the nation.” 
In other words, the question presented here is: “Does government 
compete with private industry for the savings of the community?” 

■^ether or not government borrowing competes with private 
borrowing depends upon several circumstances. Lending is a 
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voluntary act, and, to obtain funds, government must offer some- 
thing more attractive than is possible with private industry. This 
is usually a promise of greater security. A sound government can 
borrow at lower rates than is possible with private organizations. 
In fact, the rate of interest which government pays on its loans is 
sometimes called the non-risk interest rate Thus government 
loans attract a class of investors who hesitate to put all their 
savings into manufacturing, aimmercial, or other industries. It 
can hardly be claimed that such funds are withdrawn from busi- 
ness use. These savings were never intended for investment in 
industries. In fact, it is possible that the security promised by 
government investment stimulates some savings, in that there is 
a guarantee that these sums will not be lost because of the many 
hazards of business. 

Modem industries present varying degrees of risk, as is indi- 
cated in part by the different rates at which such enterprises sell 
their bonds. No doubt there is a twilight zone somewhere in which 
investors are willing to take a little more risk for the advantage 
of a higher rate of return than government offers In this event, 
some persons divert their savings to industrial channels. It is 
this portion of the nation’s savings that is affected by government 
borrowing. A change of interest rate, or of the character of secur- 
ity, either by government or by industry, shifts the flow of such 
funds either to government or to private loans according to the 
superior attractiveness of one or the other. 

The diagram on the opposite page shows the interest rate on 
the interest-bearing national debt. 

At the time of the organization of the federal government in 
1787, it was able to borrow at about 4J4 P^r cent. This rate 
gradually rose to an average of about per cent during the 
period around 1820, after which it fell to a point slightly below 
4 per cent. The high was during the Civil War when it rose to 
6 per cent, after which it fell to about 2 3 per cent. World War I 
forced the rate up to 4.4 per cent in 1920. Despite the enormous 
deficit financing during World War II, the interest rate on the 
public debt remained low, which was indicative of the excellent 
credit standing of the federal government. This very low rate of 
interest at which the federal government could borrow during the 
World War II years was partly due to the price control and partly 
due to the enormous supply of credit dollars. 
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Opinions of Writers. Over the years, writers have had con- 
flicting ideas with respect to the advantages and disadvantages 
of public debts. ''Bishop Berkeley suggested that the public 
funds of Great Britain were to be considered a 'mine of gold';- 
and Melon, a French mercantilist, declared that 'the debts of a 
state are debts owed by the right hand to the left, by which the 
body will be in no way weakened if it has the necessary nourish- 
ment and is able to distribute it ' " 

Isaac Pinto, a Dutch merchant, observed that, "At every loan 
the government of England, by granting the creditors the proceeds 
of certain taxes which are pledged to pay the interest, creates a 
new, artificial capital which did not exist before and now becomes 
permanent, fixed, and solid."® He was of the opinion that such 
credit penetrated every division of business, domestic and foreign, 
spread a stimulating influence m every direction, and served as a 
means of giving life to industrial activity which otherwise would 
not have existed. "The magic of credit," he said, "and of the 
circulation of money, has produced this mass of wealth by succes- 
sive operations with the same coin . . . Public funds are the magnet 
which draw money; what I say is literally true." The reader will 

“^The Querist, No 233 (1735-1737). Quoted from Charles J Bullock, 
Selected Readings in Public Finance, p. 822 

^Ihid. 
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recognize in these statements some of the philosophy which has 
inspired the doctrine of “pump priming.” 

Strangely enough, Alexander Hamilton, at one time, held a 
similar view. “Trace the progress of the public debt,” he said, 
“in a particular case. The government borrows of an individual 
$100 in specie, for which it gives its funded bond. These $100 are 
expended on some branch of the public service. It is evident that 
they are not annihilated; they only pass from the individual who 
lent, to the individual or individuals to whom the government 
has disbursed them. They continue, in the hands of their new 
masters, to perform their usual functions, as capital. But besides 
this, the lender has the bonds of the government for the sum lent. 
These, from their negotiable and easily vendible nature, can at 
any moment be applied by h im to any useful or profitable under- 
taking which occurs; and thus the credit of the government pro- 
duces a new and additional capital, equal to $100, which, with 
the equivalent for the interest on that sum, temporarily diverted 
from other employments while passing into and out of the public 
coffers, continues its instrumentality as capital, while it remains 
not reimbursed.”'* 

No clearer statement could be made for this side of the case 
The reader may recognize in the process of events described by 
Hamilton the sequence which occurred ■with United States bonds 
during World War I. Most persons would urge that this procedure 
leads to credit inflation, as was the fact during the war period. 
If inflation were to continue indefinitely, and to spread its in- 
fluence, equally and contemporaneously, over all classes of people 
and industries, there would be nothing to dread. But there is 
always an aftermath which darkens the picture painted by 
Hamilton. 

It might be said in passing that Jay Cooke, whose organiza- 
tion floated many millions of bonds after the Civil War period, 
held that “our national debt, made permanent and rightly man- 
aged, "Will be a national blessing.” Cooke, however, reached his 
conclusion by a chain of reasoning different from that employed 
by Hamilton. He thought that the rapid expansion of industry 
would so reduce the burden of the debt that its weight would be 
imperceptible. 

Adam Smith, and those who followed his reasoning, took a 
different point of view. He replied to the argument that the 

p, 824. 
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loan created new capital sajdng that, “This new capital, however, 
which they in this manner either bought or borrowed of other 
people, must have existed in the country before, and must have 
been employed as all capitals are, in maintaining productive 
labor.”” According to his reasoning, when public expense is 
defrayed by debt funding, the outcome is an annual destruction 
of some capital which was in prior e.xistence “by the perversion 
of some portion of the annual produce which had been destined 
for the maintenance of productive labor, toward that of unproduc- 
tive labor.”” 

Despite variations of opinion, practically all writers are 
agreed on one point, namely, the advisability of diminishing 
the burden of the debt. The greatest differences in thought 
refer to method. One group proposes to diminish the burden by 
extinguishing the debt; another seeks to achieve the same pur- 
pose through the development of natural resources, and of human 
productive power. Those who hold the latter point of view think 
that the end can best be achieved by creation, or maintenance, 
or enlargement of the debt They believe that a public debt will 
become less burdensome in the future than at present 

It is quite evident that the optimistic views are based on 
faith. It by no means follows that, because the leading nations 
have experienced over a century of unusual industrial expansion, 
their growth will continue at something like the same pace. For 
one thing, a great factor in past expansion has been the abundance 
of natural resources; but many of these are vanishing in character, 
as is the case of petroleum, timber, iron ore, the original fertility 
of the soil Future supplies must be obtained at greater expense 
of human effort, unless the progress of invention and discovery 
circumvents the evils of vanishing natural products. Then, too, 
the optimistic view assumes the continuance of all other active 
factors which have prevailed in the past. 

Payment of the Debt. Two points of view are presented on 
this question Those who uphold one side of the case urge that 
the debt should not be paid; on the other side the argument 
favors payment. 

Again it is necessary to return to fundamentals To put the 
case in the words of Bastable: “Both of public and private 

^Tke Wealth of Nations, Book V, Chap III 

^Ihid 
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credit it is indisputably true that repayment can be made in no 
way except by excess of receipts over expenditure. The only 
possible mode by which either the individual or the State can 
get nd of liabilities is by making income greater than outlay. 
Hence in all well-organized financial systems the surplus of each 
year is applied for this purpose, and in the continuous action of 
those excess receipts lies the hope of complete redemption.”’ 
He also quotes E Hamilton for the statement that “the excess 
of revenue above expenditure is the only real sinking fund by 
which public debts can be discharged.” 

This seems axiomatic; yet, at one time or another, persons 
have suggested some scheme by which a debt can automatically 
extinguish itself. The sinking fund is one of these. Some writers 
have dwelt upon the magic of compound interest as a solution to 
the debt problem. The government is to start the machinery in 
operation by appropriating to the fund a certain amount at the 
beginning, possibly the proceeds of an occasional surplus. Then 
the interest on the debt, active and retired, is to be continually 
paid to the fund. Meanwhile, from time to time, the adminis- 
trators of the fund redeem the debt according to the prescrip- 
tions laid down by the law-making body. 

In 1786, this idea was incorporated in the famous sinking 
fund experiment by Pitt. A special board of commissioners was 
created. To them was assigned £1,000,000 annually for the pur- 
chase of stock. This was not to be cancelled, but allowed to 
accumulate, the interest being applied to fresh purchases until 
each original £1,000,000 had become £4,000,000 

A general criticism of that fund is given in the following state- 
ment: “The pressure of war proved too much for the strict 
observance of this condition and various modifications were 
introduced, but the fundamental mistake of regarding the sink- 
ing fund as a separate and distinct source of wealth was still ob- 
stinately adhered to. From this error followed the simultaneous 
borrowing and redemption that were supposed to keep up the pub- 
lic credit, but which really confused the accounts, and increased 
the cost of management. Purchases of stock for the sinking fund 
and the issue of new loans at probably lower price meant so 
much loss to the State. A calculation of the differences shows 


’Bastable^ op, p. 701 
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that the annual charge imposed by the use of the sinking fund 
during the period 1794-1816 was over £550,000.”® 

The student will recall the fact that a sinking fund device 
was a part of the financial schemes of Alexander Hamilton. It 
will also be recalled that Albert Gallatin had little respect for 
this policy. The extinguishment of the federal debt in 1837 
laid the sinking fund idea to rest, as least, temporarily, but it 
was revived again in 1862, with varying fortunes. The provisions 
were rather strictly maintained until the panic of 1873. Then, 
because of shrinkage of revenue, it was impossible to meet the 
requirements of the fund 

In later years, the large surpluses made it possible to redeem 
the debt more rapidly than was required by fund provisions. 
Experience with this device in the United States illustrates one 
point, namely, that if the state is short of revenue, the sinking 
fund suffers along with all other obligations. If revenue is larger 
than expenditures, service on the debt requires no sinking fund 
E.xperience further shows that debts can ^ liquidated from sur- 
pluses only, and that the government must conduct its tax and 
spending system in such a manner as to meet its obligations 

It might be added in this connection that progressive pay- 
ment of a national debt raises the credit of the state, and makes 
possible future loans at a lower rate. A state never expects to 
pay all its debts at any one period, but through the process of 
“refunding” and “conversion,” remaining portions of the debt 
may be continued until such time as the state deems advisable 
for further refunding or retirement. The advantage in this pro- 
cess is that successive operations may be carried on at low, or 
lower, interest rates, with the resulting saving to the state. 
But all this depends upon the policy of maintaining enough sur- 
plus over expenditures to permit the finance minister to handle 
the debt in this manner. 

State and Local Borrowing. In theory, as least, the functions 
of the three grades of government in the United States are dif- 
ferent But there has always been some overlapping of work — 
a condition which has undergone further development in recent 
years with the economic integration of the country and with 
greater unification because of the growth of vanous means of 
communication. Nevertheless, in spite of a rather wide twilight 


^Ihid , p. 703 
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zone, certain functions can be assigned to each of the three 
general divisions. These functions grade from rather general 
services, in the case of the federal government, to less general 
with the states, and to rather specific functions with the local 
divisions where the contact with the actual needs of the people 
is more direct and apparent The rendenng of some of these 
services requires a% times larger income than can be produced 
by the annual tax bill; hence, the need of borrowing by the states 
and local units of government. 

At one time or another, during the first half of the last century, 
the chief reasons for state borrowings were aid to internal im- 
provements and development of banks. In recent years, the 
construction of highways, provisions for charities, hospitals, 
correction, schools, and, in some instances, shortly after the 
close of the World Wars I and II, soldiers’ bonuses, have been 
among the larger items. In late years, the indebtedness incurred 
for highway construction has constituted about half the total of 
the debts of the states. Another item, which has been growing 
in importance, is the debt incurred for public service enterprises 

In the case of urban communities, the growth of the modem 
city, with the new and improved facilities that such aggrega- 
tions of people require, has increased the burden upon these 
areas to such extent that the demand cannot be satisfied by the 
annual income from taxes Notably since 1880, the concentration 
of people in cities has gone on at a rapid pace. One result is that 
it is now necessary to rebuild most of the old facilities of the 
cities and to plan anew for both present and future. This work 
includes street widening, enlargement of water systems, increase 
in provisions for the underprivileged, further development of 
the physical plant for the conduct of education, acquisition of 
locations for parks and playgrounds, and city beautification and 
planning with all that this implies. 

Many cities have lately undertaken ownership of light and 
power plants, and the operation of various kinds of urban trans- 
port. Such public works are largely financed with borrowed funds. 
These newer developments have reversed the position of states 
and cities as borrowers. As late as 1870, the indebtedness of the 
states exceeded that of the cities and towns ® More recently, the 

•Cf. A Compendium of the Ninth Census (1870). (Washington, D. C. 
Government Pnnting Office, 1872), p 641. 
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debts of the latter greatly exceed those of the former. This 
signifies that the great bulk of the work of earing for the every- 
day need of the citizen falls upon the community in which he 
lives. 

This statement implies no criticism of the newer functions 
which cities have been required to perform. In fact, granted a 
reasonably good administration of local affairs, the urban unit 
is not only the logical organization to handle such work, but in 
all likelihood the most efficient. It exists in the community where 
the service is rendered. It is directed by local officials who can 
be brought under close scrutiny of the people; consequently, 
the effectiveness of operation can be checked much more closely 
than in the ease of direction by a more distant authority. More- 
over, if as some authorities maintain, the operations of govern- 
ment are under the law of increasing cost, local control units 
of suflBcient size to serve local needs are a less costly arrangement, 
per imit of service, than much larger units controlled by a distant 
authority. 

Bases of State and Local Credit. Credit is no respecter of 
grades of government. The lender expects that the advanced sums 
will be repaid. As a guarantee, he looks to the productive capacity, 
present and future, of the community to which the loan is made. 
In short, his assurance that the borrowing authority will meet 
its obligations rests upon the prospects of taxable income. In 
many instances in the United States, the income of communities 
has been a varying quantity. Mining, oil, lumber towns, which 
have enjoyed an ephemeral prosperity followed by a period of 
decline when the resource has been exhausted, are an illustration 
of this point Even in a permanent community, where tax de- 
linquencies are allowed to accumulate, to be followed later by 
partial remissions, the credit basis may be impaired. 

In actual practice, municipal or other credit depends to a 
large extent on the reputation of the community for payment. 
The significant feature is that all grades of government must 
derive their income from the productivity of individuals and 
enterprises. Besides these there is no other considerable source 
of revenue. Thus income is the ultimate basis of credit. 

One peculiarity of local government, which is not shared by 
state and federal authority, is that the political subdivisions 
of a state obtain their power to borrow from the state legislature. 
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This condition soinetiines affects the basis of credit, and, upon 
all occasions, it is a matter which lenders must watch carefully 
lest their funds be advanced to an authority which, either by 
intention or error, has stepped beyond its lawful bounds 

Further, the credit of a state, or municipality, does not rest 
on all the income which arises within such areas Through various 
tax devices, the federal government takes a considerable portion 
of taxable local income, and the states depend upon the urban 
communities for a large part of their revenue. In fact, a large 
draft by federal and state governments upon local income may 
impair the credit of such divisions. 

State and Local Governments as Business Enterprises. To 
some extent, even the federal government may be considered as a 
business enterprise. But the idea is more applicable to the states, 
and still much more so to the cities. This business aspect of 
city management is recognized in those communities which have 
adopted the city manager plan of administration. The thought 
seems to be that political activities are of minor consequence, 
and that the real business of city admiaistration is to render 
various social and economic services, and that this work can be 
done most effectively by the application of business principles 
to city affairs. Herein is a significant difference between the 
administration of the work of the general government and that 
notably of the cities. 

This contrast needs further exposition. For one thing, urban 
financiers are in a position to make rather close calculations as to 
income and outgo. Spending may be made a matter of delibera- 
tion, and subjected to a large measure of control. Only under 
very unusual conditions is a city face to face with emergencies 
of such magnitude that the prospective expense can be met only 
by borrowing. One great emergency, which a national government 
must face, is war; but states, and, of course, local governments 
are spared this misfortune. Usually, with the state and its sub- 
divisions, there is time to contemplate a proposed project which 
requires resort to the loan market. The ments for and against a 
proposition can be debated with deliberation, and, consequently, 
the city fathers are in about the same position as a board of 
directors of a corporation. 

These conditions affect the management of city finances. For 
one thing, the urban community can choose its own time in 
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presenting a loan proposition. It is not compelled to borrow when 
interest rates are unfavorable — a condition which sometimes 
confronts a national government. Moreover, it can make arrange- 
ments for an orderly discharge of debts. Refunding, which is a 
common practice with national governments, is unnecessary if 
the finances are properly handled. The reason is that a city can 
make provisions for complete repayment at the time the loan is 
made. 

Further, by contrast with national finances, urban financiers 
can make a rational application of the sinking-fund idea. The 
objections to its use by general governments are that such funds 
are often maintained through a fiction, as has been the history on 
many occasions in the United States; the fiction includes the 
assigning to the fund occasional surplus revenues; paying interest 
on the retired portion of the debt; and, in some instances, borrow- 
ing for the services of the fund. In a former connection, it has 
been said that the only true sinking fund is clear revenue, and 
that this must be provided through the ordinary machinery of 
taxation. 

Local finances differ from national also in the purposes for 
which funds are borrowed Certain local loans are contracted for 
objects which, if under private management, would be operated 
for profit. They are commercial or mdustrial in nature. Con- 
struction of water works, of light and power facilities, of means 
of urban transport are m this class Here, management involves 
the ordinary principles employed by private entrepreneurs. Pro- 
visions must be made for obsolescence, depreciation, repairs. 
The life of the loan must not exceed the period of usefulness of the 
improvement. Charges for services must cover ordinary operating 
expenses plus added sums to pay interest on the vanishing debt, 
and also to make provision for the discharge of the principal. 
In short, such enterprises must pay their way. This can hardly 
be considered a matter of taxation because the community is 
receiving a service. The charges should cover all the costs, includ- 
ing that of the borrowed capital. 

Certain rather large urban expenditures are made without 
the purpose of income. Funds are borrowed for city improve- 
ments — public buildings, sewers, viaducts, railroad crossings, 
street widening, to name only a few such activities. Although, in 
these instances, the repayment of the loan is not provided by a 
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charge for service, yet, since the loan is for a specific purpose, 
provision should be made for its liquidation through the ordinary 
tax machinery. All those facilities, as with ever 3 rthmg else that 
man produces, wear out, or become obsolete, or both. Conse- 
quently, a sound prmciple requires that the loans shall be extin- 
guished before it again becomes necessary to replace the worn out 
stuff. 

Ordinary administration expenses are, of course, met by the 
annual tax bill. As has been indicated, the payment of interest 
and the amortization of the principal become annual charges upon 
the community, incorporated in the tax bills. 

Largely because expenditures , are continuous throughout the 
year, and tax receipts are often periodic, it is sometimes necessary 
for cities and other local units to issue warrants in anticipation of 
income. Such operations are temporary loans, and it is expected 
that the means of pa 3 niient will appear sometime during the course 
of the year; the money is in sight but not in hand. Such operations 
cannot be classed with loans which mature over a period of years. 
They may, however, degenerate into floating loans devices 
which indicate that a government is spending more than is justified 
by present, or by the immediate prospects of tax receipts. If 
such a practice is continued, such loans must eventually be funded. 
This system, mcludmg floating loans and their funding, cannot 
be justified. 

Early Development of State and Local Debts. The growth of 
urban debts is a recent phenomenon. In 1842, the total city debt 
amounted to only $27,500,000, and in 1870, to only $328,245,000.^^^ 
These figures are in strong contrast with those of the states. 
While the debts of states have never climbed to such high altitudes 
as those of the cities, they have been a feature of the financial 
history in this country for a much longer period. Even in pre- 
constitutional days, the commonwealths were heavy borrowers. 

During the War of 1812, the difficulties of transporting men 
and materials called attention to the inadequacy of domestic 
transportation. Furthermore, the great migrations into the new 
country made necessary better means of communication than 
rivers and trails. In time, there arose a strong demand for internal 
improvements. This movement included not only road building, 
but the construction of canals, and, later, when the feasibility 
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of railroads became apparent, also of this means of transportation. 
The completion of the Erie canal in 1825, started an intense 
rivalry among seaboard communities from New England to 
Georgia The purpose was to tap the prospective rich commerce 
of the interior, and to develop that area so that it would become a 
large producer of traffic. In the words of one commentator: 
“Every city on the coast has its plans, and the States to which 
they belong have pledged gigantic means, stretching far beyond 
the wealth of former days.’’^' “Gigantic” is a strong word', but 
it IS descriptive of the large sums which states poured into internal 
improvement enterprises. Many of them were unwise; some were 
constructed far beyond the needs of the time — and far beyond 
the possibilities of traffic which would pay operating expenses, 
much less, services of the debt. In these activities, the states 
violated most of the canons of sound finance. 

A significant feature was that, in many instances, these works 
become state enterprises, financed on the credit of the states, 
and constructed and operated by the states. The enthusiasm for 
internal improvements led some states to incorporate in their 
constitutions provisions requiring the legislatures to undertake 
public works. For example, in the first Constitution of Missouri 
in 1820,'- it was stated that “internal improvements shall forever 
be encouraged by the government of this State, and it shall be 
the duty of the General Assembly, as soon as may be, to make 
provision by law for ascertaining the proper objects of improve- 
ment in relation to both roads and navigable rivers.” Other stat^ 
also used similar provisions. Such statements were open invita- 
tions to legislatures to use the credit of the states for improve- 
ments. In many instances, constitutional provisions were not 
required States embarked upon the loan policy without constitu- 
tional mandate. The outcome was a great surge of expenditures 
for such public works, and a large accumulation of state debts. 
In 1835, these amounted to $66,000,000, and to about $200,000,000 
by 1840. Large sums were borrowed for the construction of roads, 
and for the building of railroads and canals. In the southern 
states, the preference seems to have been for the establishment 
of banks to supply planters with “capital,” although some com- 
monwealths in this division borrowed money for internal improve- 

^^Lippincott, op cit.j p 250 
, p 245 
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ments. As the debts stood in 1842, Louisiana had borrowed more 
than $20,000,000 for banking purposes; Alabama, $15,000,000; 
Mi^ssippi, $7,000,000, and other southern states were in the 
loan market for considerable sums. 

To supply their various purposes, large amounts were borrowed 
in European markets. The gradual extinguishment of the national 
debt, prior to 1836, seemed to have given assurance to foreign 
lenders that the credit not only of the United States government 
but of the political subdivisions was sound. Coupled with this 
was the misapprehension that the credit of the states was some- 
how linked with that of the United States Government. At any 
rate, foreigners loaned freely. 

In his annual message to Congress on December 2, 1839, 
President Martin Van Buren estimated that ^The foreign debt 
of our States, corporations, and men of business can scarcely 
be less than $200,000,000’%- he added that that required more 
than $10,000,000 a year to pay interest, and that this sum had to 
be paid out of the exports of the country.^® 

Not only were such debts contracted far beyond the prospec- 
tive means of payment, but the states failed to make adequate 
provision for the pajnnent of the principal — possibly trusting to 
the rapid expansion of industry and commerce to supply the 
ultimate means of payment before disaster revealed the unwisdom 
of many undertakings. It might be said in passing that seven 
states, which were then members of the Union, escaped debt 
creation, namely, Connecticut, Delaware, New Hampshire, 
Georgia, North Carolina, Rhode Island, and Vermont. 

The crisis of 1837 brought many public works to an end so 
far as state promotion was concerned. Then followed the usual 
aftermath of defaults and repudiation For several years following 
the panic, a strong movement developed favoring the assumption 
of state debts by the federal government, but without success. 
In his first annual message to Congress on December 7, 1841, 
President John Tyler referred to the controversy which he appar- 
ently regarded as settled. He said: 'Tor the debts thus contracted 
the states are alone responsible. I can do no more than express 
the belief that each state will feel itself bound by every con- 
sideration of honor as well as of interest to meet its engagements 
punctually 

^Richardson, op cii , III, 552 

nhid , IV, 87 
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In some respects, the internal improvement episode marked 
a turning point, both m political and economic policy. It was 
undoubtedly true that private capital could not have undertaken 
the work on the scale that was demanded by the people of the 
time Moreover, the attitude which the dominant party was 
beginning to take was that only improvements of general concern 
were proper objects for appropriation by Congress. In this con- 
nection, Andrew Jackson quoted with approval a statement of 
President Monroe to the effect that Congress “has unlimited 
power to raise money, and that m its appropriation they have a 
discretionary power, restricted only by the duty to appropriate 
it to purposes of common defense, and of general, not local, 
national, not State benefit.”^^ Following this reasoning, on May 
27, 1839, Jackson vetoed a bill which provided for subscription 
to stock in the Maysville, Washington, Paris, and Lexington 
Turnpike Road Company.*® Thus the inability of private capital 
to supply the funds, and the unwillingness of presidents to sanction 
appropriations for other than general purposes, threw the task of 
supplying internal improvements upon the states — a work which 
many of them undertook with great enthusiasm. 

Later Development of State and Local Debts. The unfortunate 
experience in financing internal improvements tempered the atti- 
tude of the states toward debt creation for about a generation. 
Commonwealths which had encouraged public works by consti- 
tutional arrangements removed the enabling clauses from such 
documents and inserted provisions which prohibited the use of 
state funds for those works. In most cases, the public improve- 
ments were sold to private companies — where buyers could be 
found — and, with two or three exceptions, the states went out 
out of the business of building roads, canals, and railroads. 

From a financial point of view, there was hardly a basis for 
credit for many of those enterprises. Economic conditions were 
changing rapidly; old forms of transport were giving way to new 
forms; and the credit that was pledged for internal improvements 
far exceeded the capacities of states to raise income sufficient 
to meet contractual obligations. In the rage of enthusiasm, 
many works were undertaken without forecast of their economic 

'^ Ibid ., II, 486 

“/bid , p. 483 
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value, and, of course, without proper consideration of the abil- 
ities of the states to make payment. 

With the departure of the states from those activities, the 
work fell to private companies. An account of the building of 
such works under the new regime is not a part of the study of 
public finance. It might be added, however, that, in many re- 
spects, the change only transferred activity to other parties By 
1840, the supenority of railroads over canals and rivers had 
been fairly demonstrated. Private capital turned to that line 
of improvement. How rapidly the country was supplied by the 
new means of transportation is shown by the fact that the oper- 
ated mileage increased from about 4,020 in 1842, to 30,626 in 
1860, to 93,260 in 1880, and to 254,800 in 1934. 

The total indebtedness of the states, and of their subdivisions 
in 1870, amounted to about $886,676,700. At that time, the 
debts of the states exceeded those of the cities and towns — a 
condition which was soon to undergo rapid transformation. In 
view of the facts that the population of the country in 1870 
exceeded 38,000,000, that commerce and industry had undergone 
great expansion during the past quarter century, and that the 
taxable wealth had become (in 1870) more than $30,000,000,000, 
it appears that these divisions used their potential credit with 
moderation. 

Whatever the debt experiences of the past, conditions in the 
new era that began about 1880 supplied not only new motives for 
the creation of debts, but the credit upon which a large credit 
structure could be built. The industrial background supplies 
most information for understanding the financial operations of 
that new era. 

For one thing, the capacities of the country for producing 
wealth increased enormously after 1880. In 1879, the capital 
invested in manufactures amounted to only $2,790,000,000; it 
increased to $44,466,000,000 in 1919. The value of the manu- 
factured products, as set down by our census, was $5,369,000,000 
in 1879, and $69,961,000,000 in 1929. 

The amount of taxable wealth in the United States increased 
more than seven fold between 1880 and 1922 when it reached 
$300,000,000,000. The expansion of railroads and public utilities 
and the development of new resources and of new types of trans- 
portation, not only added to the productive capacity of the coup- 
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try, but supplied many new sources of revenue. The credit basis 
of states and their subdivisions was givatly enlarged because 
of the increase in wealth and productive facilities. Personal and 
industrial properties increased in variety and in aggregate value. 
The wealth in real property, including real estate, plant and 
equipment, was estimated at $69,848,000,000 for 1900, and at 
$229,406,000,000 for 1922. 

Meanwhile, the population of the countrj* more than doubled 
between 1880 and 1930 when it reached 122,700,000. From the 
point of view of local finance, a significant feature of this growth 
was the increasing concentration of people in cities. In 1880, 
only 22.7 per cent of the population lived in places with a popula- 
tion of 8,000 or more. In 1930, the percentage was 49.1. Rural 
communities do not require the kinds, or extent, of public services 
which are demanded by people in cities; hence this concentra- 
tion has increased the number and variety of services provided 
at public expense. The greater financial burden which has fallen 
on the cities, as compared with rural communities, is due largely 
to this shift of population. 

Most cities, like Topsy, just grew. There was no planning, 
or even thought of planning. A little was added here and a little 
there, often under the influence of haphazard development of 
local transportation systems. A notable illustration of new needs, 
caused by more recent developments, is the change made necessary 
by the coming of the automobile after 1900. City streets were 
designed for carriages and wagons, and, at that, for rather light 
traffic. The new rapid transportation contributed enormously 
to the problem of congestion, not only in the urban areas, but 
in surrounding regions to which people must have access. The 
old city lanes could no longer handle the traffic. In some cities, 
added traffic facilities have been supplied overhead, or under- 
ground. Such improvements usually require huge outlays of 
capital, which cannot be supplied by the tax bill of any one year. 

The existing urban layout proved to be inadequate in other 
respects. There was a notable deficiency of parks and play- 
grounds; public buildings were no longer adequate for the new 
demands which they were required to serve; greater protection 
was needed against fire and the depredation of criminal ele- 
ments, who made use of modem developments to ply their trade; 
facilities for sewage disposal and for water supply became in- 
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adequate. Meanwhile, there developed a demand for new tjqies of 
humanitarian services — care of the sick, aged and incapable. 
Specialization of public service became a new activity, augmented 
in its ramifications by the development of new engineering and 
health skills 

States, also, were required to take part in the new programs, 
notably in the improvement of highways, which has become one 
of the largest single items in state expenditures. The construction 
of public buildings, and the general expansion of social services 
have demanded ever increasing expenditures and the creation 
of debts. The growth of state and local debts since 1890 is shown 
in the following tables 

DEBTS OP STATES AND LOCAL GOVERNMENTS, 
1890-1932* 


Year 

States 

Local Governments 

1890 

$ 211,210,000 

$ 925,990,000 

1902 

239,369,000 

1,630,070,000 

1912 

345,942,000 

3,475,954,000 

1922 

935,543,000 

7,754,196,000 

1932 

2,360,958,000 

15,215,881,000 

1942 

2,620,320,000 

13,493,560,000 


*Figures are for gross debt less sinking fund assets. 


PER CAPITA DEBT OF STATES 
AND LOCAL GOVERNMENTS, 1902-1932 


Year 

States 

Local Governments 

1902 

$ 3 03 

$ 20 74 

1912 

3 57 

35 81 

1922 

8 64 

71 61 

1932 

19 07 

122 29 

1942 

19 90 

102 48 


It will be observed from these tables that debts of local govern- 
ments have increased to much greater magnitudes than those 
of the states. It will be observed also that the momentum of 
debt expansion began to get under way shortly after 1900, and 
that since that date local government debt has about doubled m 

'^Statistical Abstract of the United States, 1986, pp 213, 214 
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every decade. About one-third ($5,241,000,000 in 1932) of the 
total debt is owed by New York, New Jersey, and Pennsyl- 
vania — the greatest industrial states In 1933, the debt of New 
York City was in excess of $1,800,000,000 and that of Chicago 
and Philadelphia each in excess of $400,000,000 Detroit owed 
more than $320,000,000, Los Angeles more than $220,000,000, and 
upwards of half a dozen other cities more than $100,000,000. 

With respect to the states, the practice of the legislatures in 
creating debts varies from community to community. In 1932, 
Connecticut had practically no debt ($108,000); the debt of 
Florida the same year was only $391,000. Large debts are not 
necessarily a feature of the industrial states; for example, North 
Carolina, in 1932, had a debt of $164,000,000; Arkansas also of 
about $164,000,000, and Louisiana of about $83,000,000.'® 

Summary. This series of chapters concludes a study of debt 
history, current debt analysis and debt management since the 
beginning of the existence of the federal, state and local govern- 
ments. Present policies of public debt management, whether 
federal, state or local, are the result of cumulated experiences 
over the last one hundred and sixty or more years. 

Of the three levels of government in the United States, the 
federal government, especially, has issued numerous types of 
instruments of credit until its public debt structure has become 
very complex. Until about the time of the Civil War, federal 
securities were called stocks largely because of their short-time 
nature, with occasional use of the bond on long-time issues 
During the Civil War, the federal government issued long-term 
bonds, short-term loans, temporary obligations, and irredeemable 
currency. The issue of the greenback or irredeemable currency' 
during 1861 to 1865 by the federal goverment caused most of the 
inflation of that period and was responsible, to a large extent, 
for the great cost of the Civil War. This represents the first 
and last use of this kind of financing by the federal government. 

There is a direct relation between taxes and national income 
because it is out of the latter that government must secure its 
revenue whether by taxes or by borrowing. In fact, increased 
government income may be had in two ways; first, by increasing 

'^Ihd , p 219 Figures are for funded and floating debt less sinking fund 

<lSS0t/S 

^^Ihid , p 215 Figures are for funded, floating, current, and special 
assessment debt less sinking fund assets. 
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the tax rates and by extending the levies upon new tax bases, and, 
second, by increasing the national income. The excess of revenue 
over expenditures during the 1947 and 1948 fiscal j'ears was due 
principally to the enormous increase in the national income 

Banks have always occupied an important part in the fiscal 
affairs of government; in fact, the early banks, such as those 
of Venice and Amsterdam, were created for this purpose. Prac- 
tically all the present-day banking systems of the world were 
created to assist their governments in one way or another through 
periods of great emergency, such as wars. The First and Second 
United States Banks were created to handle the emergencies 
following the Revolutionarj* War and the War of 1812, respec- 
tively. The National Banking System was created during the 
Civil War, and the Federal Reserve System was organized just 
before World War I. 

The Federal Reserve System was especially designed to assist 
the federal government in its fiscal operations. The Secretary 
of the Treasury merely notified the Federal Reserve Board, now 
the Board of Governors, of the loans to be made, which passed the 
matter on to the various Federal Reserve Banks and finally on 
to the member banks where the securities were sold to investors. 
But this method of fiscal operation proved to be very inflationary 
during World War I. When World War II came, the Secretary of 
the Treasury took steps to avoid this type of inflation; first, by 
requiring the banks to invest in short-time loans as much as 
possible; second, by dealing as much as possible directly with 
individual and private institution investors; and, third, by making 
many types of federal securities non-negotiable and non-assignable 
so that they could not be put up as collateral on private loans 
The banks nevertheless became heavy investors in government 
securities during and since World War II. During World War 
II, the banks were encouraged to handle short-time and temporary 
loans m many ways, chief of which were the privilege of crediting 
the account of the federal government for bonds received, prefer- 
ence as to loans from Federal Reserve System, exemption from 
reserve requirements on government war demand deposits, and 
the promise of the Federal Reserve Banks to buy government 
bonds in open market in case the commercial banks needed funds 
to replace depleted reserves. 

The extent to which government borrowing has interfered 
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with commercial loans to business has not been completely ex- 
plained. Some economists insist that government debts are a 
boon to business; others think they are a hindrance; but most 
seem to feel that public debts should be treated as any other 
debts and should be paid as expeditiously as possible 

The proportion of loans to taxes by the federal government 
has varied from time to time. During ordinary times, the federal 
government has been able to keep its budget in balance, with 
substantial surpluses, using its credit only on short-time temporary 
loans. But during wars, substantial deficits have occurred only 
to be slowly liquidated after the emergency has passed. The 
recent tendency, as during World War II, has been to keep taxes 
and borrowings in about equal proportions. 

State and local debts, and their management, have had a 
long and interesting history. The states contract debts on their 
own right, but the local units do so only under statutory- or con- 
stitutional privilege. 

Particularly in the last decade, the rapid increase of debts 
has caused embarrassment to some states and local communities 
Defaults have been notable among some of the smaller state sub- 
divisions, particularly where borrowed funds have been used for 
construction purposes, such as drainage and irrigation projects, 
bridges and, in some cases, highways. The limit of payment is 
always the capacity of a region for producing revenue — a matter 
which a state legislature or local council should never forget. 
For one reason or another, even larger communities — some states 
and cities — have had difficulty in meeting their obligations. 

Experience alone can decide what the debt limit is, but that 
there is such a limit no one can deny. If the borrowing authority 
is to repay borrowed sums, it must take into account dozens of 
conditions which now, or in the future, may affect the power to 
raise revenue. 
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TEXT QUESTIONS 

1. Describe what is to be found on a government obligation. 

2. Discuss fully the debt ps^yrng capacity of a country. 

3. What effect would result from vanishing resources? 

4. Discuss the relationship between taxes and national income 

5. What percentage, according to Professor Bastable, may be taxed 
from current national income? 

6. Describe the percentage of federal debt to national income from 
1800 until the World War IL 

7. Discuss fully the place of our banking system in government 
finance. 

8. What IS the affect of the government issuing irredeemable paper 
currency through the banks upon out economic system? 

9. Does the government, when borrowing money, compete with 
private enterprise for funds? 

10. Why aren’t the interest rates paid by each the same? 

11. What were the opinions of the following people concerning the 
advantages and disadvantages of public debts: 

a) Bishop Berkely 

b) Melon 

c) Isaac Pinto 

d) Alexander Hamilton 

e) Jay Cooke 

f) Adam Smith 

12. How was a sinking fund to be used to extinguish the national 
debt? 

13. In general what are the main reasons for state borrowing*^ for 
cities? 

14. In what way does the local municipality differ from the state 
and federal governments as to the limitation of credit? 

15 In what way does government, particularly state and local 
governments, act in much the same manner as a private entre- 
preneur? 

16. How does the borrowing rate influence the government? 

17. Discuss the growth of state debts in the first half of the Nineteenth 
Century. 

18. What was the effect of the panic of 1837'? 

19. Trace the per capita debt of state and local governments from 
1902 to 1942. 

20. What has been the trend in the rendering of services by govern- 
ment? 

21. What new services are expected of the government today*? 

22. What new services are now in the form of proposals to Congress? 
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APPLICATION PROBLEMS 

1 As of April 1949 the federal debt was about $252 billions and 
interest on the debt at the rate of about 2 per cent. The annual 
national income was about $220 billions. The total of federal, 
state, and local budgets for the 1950 fiscal year was about 
$65 billions. Do you believe that federal debt to be excessive or 
dangerous to the economy? Do you think it would be advisable 
in such a situation for the state or federal governments, or both, 
to go on a pay-as-you-go basis to avoid further borrowing? 

2. Can you present a mathematical demonstration of the use of a 
sinking fund as an automatic self-liquidating methods of public 
debt payment? Can you demonstrate the impracticability of 
such method? Is this the mam reason why the sinking fund 
method of liquidation of public debts is not popular and more 
generally used by about all levels of government"^ 


RESEARCH TOPICS 

1. In recent years, the federal government has been making many 
loans to business concerns and individuals through such federal 
agencies as the PHA, CCC, RFC, and Federal Land Banks. To 
what extent have these loans been in competition with private 
finance institutions in your immediate community? What is 
their feeling about such government competition"? Do you 
believe that such competition is healthy, beneficial and justified"’ 

2. The purposes for which loans are made vary with federal, state, 
and local governments. Make a study of these various purposes 
during the past several years. What conclusions can you draw"? 

3 Make a study of current debt management by your state and 
local unit. Note especially the timing of loans; the interest rate; 
purposes for which made; provisions for payment; ratio of loans 
to taxes and property valuation. What provisions does your state 
make in regard to the handling of surpluses"? 
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CHAPTER 17 

BASIC LEGAL PRINCIPLES OF TAXATION 


The dual character of sovereignty between the federal and 
state governments has greatly complicated the basic legal prin- 
ciples of taxation in the United States.* Each state, as well as 
the federal government, has plenary power to impose taxes, with 
the result that these two tax systems are frequently in conflict. 
The local units of government can exercise the power of taxation 
only under constitutional and statutory authority as granted by 
the state of which they are subunits. Space will permit discussion 
in this chapter of only the general principles of the law as they 
apply to the power to tax. Specialized parts of the law of taxation, 
such as income taxes, general property taxes and other forms of 
public revenue are discussed elsewhere in appropriate places 
throughout the text as they have their specific application. 

The entire taxing process is vested in the lawmaking bodies of 
the states and of the federal government; all other units of govern- 
ment in the United States have designated fiscal powers. The 
executive departments administer the tax laws; the judiciary 
interprets them, but only the legislative branches have the con- 
stitutional power to provide for a system of taxation. The whole 
fiscal framework of property valuation, tax levy, rates, exemptions, 
brackets, classification, collection, and appropriation is therefore 
created and defined by statute and by certain provisions in the 
constitution. 

In the last few years, the federal and state courts have changed 
their points of view in regard to many previously well established 
rules of tax law; in some instances, they have merely clarified and 
made those rules more explicit. The interpretation of the United 
States Constitution, in so far as tax immunity and authority to 
tax is concerned, is still something of a controversial issue. The 
controversy over the distinctions between inter- and intra-state 
commerce, the definition of the police power and of what is a 
public purpose, have bearing on the authority to tax. In fact, the 


'In regard to division of powers of sovereignty betw^n the federal 
government and the states, see McCullough v. ktoyland, 4 Wheaton 316, 
410 (1819); Bailey v. Drexel Furniture Co., 42 S. Ct. 449 (1922). 

Note. As a rule, to make the footnotes as brief as possible, only one 
Citation of the highest court will be given for each decision. 


433 



434 


Public Finance 


[Ch. 17 


economic emergency after the beginning of the great depression 
in 1929 forced the reexamination by both the federal and state 
courts of the general tax authority. The tax power may be used 
as an instrument to control the whole economy, and as a means toj 
effect more equitable distribution of wealth. These technical 
aspects of tax law will be discussed in this chapter and also to 
some extent in later chapters on taxation. 

General Nature of Taxation. The power to tax is a sine gua 
non of sovereignty, and is inherent in and created with the state. 
It is possessed by the state as a natural right without being ex- 
pressly conferred by the people; but it is not inalienable; it is 
subject to limitation. This sovereign power to tax may be waived, 
altered, amended or abolished by proper constitutional and statu- 
tory methods. As Justice Peckham says, “The power to tax is the 
one great power upon which the whole national fabric is based 
It is as necessary to the existence and prosperity of a nation as is 
the air he breathes to the natural man. It is not only the power to 
destroy, but is also the power to keep alive 

( A tax may be defined as any burden, pecuniary charge, or 
imposition which the state imposes for public purpose upon per- 
sons or property within its jurisdiction. The United States Su- 
preme Court defines a tax as “A contribution of the individual for 
the support of the government or to meet public expenditures 
which have been authorized by the government in return for which 
the individual receives compensation in the protection which the 
government affords or in benefits derived from the special ex- 
penditure.”’ In a practical sense, a tax is therefore the enforced 
proportionate contribution of persons and property levied for 
public purposes to enable their government to discharge its 
functions, duties, and obligations.’ The whole fiscal process of 
taxation includes the imposition and levy upon persons and 
property as well as the proper methods of collection and spending 
of those funds for public purposes. The term “public purpose” in ' 
connection with the process of taxation is important because it is] 
only upon this ground that a tax may be legally imposed. • 

Because of its being a contribution enforced by the sovereign 
power of the state as a burden or charge on persons or property 

“Nicol V. Ames, 19 S Ct 522 (1899). 

^Mobile County v. Kimball, 102 U S. 691 (1881) 

*In re Parrell et <d , 211 Fed. 212 (1914); McCord Mercantile Co. v. 
McIntyre, 26 Colo. App. 276 (1914); United States v. Baltimore & Ohio 
R. R. Co., 17 Wall 322 (1926); Mobile Co, v. Kimball, 102 U. S. 691 (1881). 
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for public purposes, the courts have universally held that a tax is 
not a debt,® although it is collected in some states on this basis ' 
In case of default by the tax payer, the government usually 
enforces its claim by judicial process through judgment, writs of 
levy, execution, and public sale. Most tax collectors have the 
right of seizure and sale of property to collect delinquent taxes. 

The individual, and not his property, pays the tax.’ A tax is 
therefore primarily a claim upon the individual and not a property 
obligation. As between the taxpayer and his state, there is no 
quid pro quo or do ut facias understanding or other agreement, 
either directly or indirectly. The power to tax being a sovereign 
right of the state, there is no element of contract between the 
individual and his government in such levy.* There is no guaranty 
by the state that the taxpayer will receive an equivalent or any 
return for his particular tax contribution, and the fact that some 
individuals or property are benefited in varying degrees is no 
valid obj'ection to the obligation.* The individual owes these 
contributions to his government because he is a member of aW 
organized society, and while he personally may or may noi 
receive an equivalent return for his contribution, yet the political 
group as a whole, of which he is a member, should have value 
received for the total sum paid in taxation. Therefore, the evalua- 
tion of a particular system of taxes is its total benefit conferred 
upon the entire political group rather than upon any individual^ 
or small group of individuals. 

Perhaps the most fundamental general principles of taxation 
are that the people who pay taxes imposed by law are entitled to 
a voice in the choice of those who draft and enforce tax legisla- 
tion, *(2) assurance that all such contributions to the state shall be 
used for public purposes only, and participation in the general 
benefits arising out of such public expenditures. But it does not 
necessarily follow that no person, whether resident or non-resident, 
shall be taxed unless he is represented by someone for whom he 
has actually voted, or that his property is not subject to levy 

^Meri Whether v Garrett, 102 U, S 472 (1880), Loeber v Lreininger, 
175 111. 484 (1898) 

®Gautier v. Ditmar, 204 N. Y. 20 (1912). 

^Green et al v. Craft, 28 Miss. 70 (1854),* State v. Camp Sing., 18 Mont 
128 (1896). _ „ 

^Crabtree et al. v Madden, 54 Fed. 426 (1893); Pierce v City of Boston, 
44 Mass. (3 Mete.) 520 (1842). , , . 

sUnion Refrigerator Transit Co. v. Commonwealth of Kentucky, 199 
U. S. 194 (1905). 
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unless he can point to some definite personal benefit derived. The 
courts have held in many cases that a franchise, personal allegi- 
ance, or individual benefit are not conditions precedent to the 
legal obligation to pay taxes. It is on this ground that aliens, as 
well as certain citizens, such as minors and other persons who do 
not have the right of franchise, may be taxed. It is also settled 
law that the property, both real and personal, of non-residents, 
may be taxed by the state in which it is situated.^® 

Public Purpose and Use. Under the Constitution of the 
United States, the general rule is that unless forbidden by express 
or implied constitutional provision the federal and state govern- 
ments may enact tax legislation under two sovereign powers — the 
tax power and the police power, both of which are inherent and 
subject to the following inherent limitations: first, revenue must 
be used for public purposes; second, persons or property must be 
within the jurisdiction of the taxing unit; and, third, the tax 
evaluation must be reasonably apportioned among the persons or 
property subject to the tax. 

No state can levy and collect any tax unless the proceeds are 
to be used for public purpose. If the tax is levied for a private 
purpose, it amounts to the taking of property without due process 
of law, and such imposition may be attacked m the courts on the 
ground that it is in violation of the Fifth or Fourteenth Amend- 
ments of the Constitution of the United States This same legal 
principle also holds true for public debts; if they are not incurred 
for public purposes, such obligations are null and void and unen- 
forceable, since they must ultimately be liquidated by means of 
funds raised through taxation. 

It IS not always easy to determine just when a tax or an appro- 
pnation is for public or private purposes, such determination is 
entirely a matter for the courts to decide. In general, each is 
affected with a public purpose when the proceeds are to be used 
for the support of necessary and useful functions or services of the 

^oThomas et aL v. Gay et al„ 169 U S 264 (1896). 

“St. Paul Trust & Savings Bank et al. v. American Clearing Co. et al , 
291 Fed. 212 (1923); judgment affirmed in Citizens' Savings Bank & Trust 
Co. of Hamilton, Ohio, St Paul Trust & Savings Bank, et al ^ 10 Fed (2d) 
1017 (1926) See also Robbins v. Kadyk, 312 111. 290 (1924); and State v. 
Clausen, liS Wash. 570 (1921); Sharpless v. Mayor, 21 Pa 147 (1853), 
59 Am. Dec. 759 (1853). 

i^Robbins v. Kadyk, 312 III. 290 (1924), Milheim et al v. Moffat Tunnel 
Improvement Dist. et aL, 72 Colo. 268 (1922), Kinney v. City of Astoria, 
108 Ore 514 (1923); also see 17 Yale Law Jour 162, and 18 Calif. Law Rev 
137, 241 
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government. In deciding whether such purpose is public or 
pnvate, the courts are influenced by past, current and future 
customs and usages. They are guided by the existing course and 
usage of the government, the objects for which taxes and appro- 
priations have been levied customarily and by long course of 
legislation, and what objects have been considered necessary to 
the support and for the proper use of the state. The courts take 
into consideration that customs, usages and conditions change in 
the course of time so that a purpose which was concededly private 
a decade ago may later be public and one that is private today 
may be public at some future date.*® 

Jurisdiction. Assuming that the particular unit of government 
has the power to tax, the next question is does it have jurisdiction 
over the person or thing to be taxed? In most cases this is not a 
difficult matter to decide, and it is always a question for the 
’courts.** 

In the case of realty or immovables, the situs generally deter- 
mines tax jurisdiction, or the lex rei sitae; the state or local unit 
in which land lies has jurisdiction for tax purposes In general, 
in the United States, the legislatures of a state cannot legislate 
on any matters pertaining to realty which lies in another juris- 
diction because of its immovable nature. In the case of personal 
property, the common law held to the rule of mobilia sequuntur 
personam which was largely a legal fiction. It supported the rule 
that personalty followed the domicile of the owner, and was there 
taxable. But many states began taxing personalty according to 
situs on the ground that the power of the state to tax extends to 
all objects within its jurisdiction, and other states taxed it accord- 
ing to the domicile of its owner under the common law rule, which 
led to all the evils of double taxation. 

The more recent tendency in regard to taxation of personalty 
is to apply the rule of situs to avoid the inequity of double taxa- 
tion. This same rule applies to such intangibles as money, credit, 
choses in action, mortgages and to proprietary ownership in 
business enterprises. 

Taxation for Specific Purposes. Fine distinctions have been 
drawn by the courts in numerous instances in regard to the use 

i^Hagler v. Small et al , 307 111. 460 (1923); see also Loan Association v 
Topeka, 20 Wall. 87 (1874) , Stevenson v. Port of Portland, 82 Ore 576 (1917). 

“McCulloch V. Maryland, 4 '^eat. 316 (1819). 
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of funds for particular purposes, which have been derived from 
taxation, but only a few special cases will be considered here. 

It is obvious that money may validly be collected and ex- 
pended by the state for the erection of public buildings, for schools 
and other public institutions, and for the employment of personnel 
to carry on the affairs of government. State eleemosynary and 
educational institutions and universities may be supported by 
public funds, on the ground that this money is being put to public 
purpose, while, on the other hand, it has been held by the courts 
that appropriations may not be made for scholarships, or otherwise 
for the support of students in public schools. Some states have 
specific constitutional provisions prohibiting expenditure of public 
funds for religious purposes. For example, the Constitution of 
Indiana states: “No money shall be drawn from the Treasury 
for the benefit of any religious or theological institution.” The 
federal government is also barred from the use of public funds for 
religious purposes by the First Amendment which says, “Congress 
shall make no laws respecting an estabh'shment of religion, or 
prohibiting the free exercise thereof; or abridging the freedom of 
speech, or of the press; or the right of the people peaceably to 
assemble, and to petition the government for redress of griev- 
ances.”^* But a distinction has been drawn by the courts between 
relief for the poor, aid and hospitalization of the sick, on the one 
hand, and assistance to those whose means of livelihood have been 
affected by public calamity, such as fire, flood or cyclone; although 
in the last few years these subtleties have been largely swept 
away. As will be explained later, the right of the state to levy and 
expend money for the health, comfort, safety, and prosperity of 
the community is a legitimate function of government, and may 
be founded upon the police power;*® hence, the constitutionality 
of Social Security and many other so-called New Deal agencies. ^ 

In regard to the investment of public funds in the field of 
competitive enterprise, distinction must be made between indus- 
tries that are purely private and conducted wholly for profit, and 
those th at are affected with public interest. It is often a question 

^^See Everson v. Board of Education of Ewing Tp. et aL, 67 S. Ct. 504 
(1946) , People of State of Illinois in rel. McCullom v. Board of Education, 
68 S. Ct, 461 (1947). 

^‘See Green v Jones, 164 Ark 118 (1924); Orr v Allen et aL, 245 Fed. 
486 (1917), decree affirmed in 248 U. S. 35 (1918); Deal v Mississippi County, 
107 Mo. 464 (1891); in re Opimon of Justices, 231 Mass. 603 (1918-1919); 
Cobbs V. Home Ins Co of N Y, 91 So 922 (1921), certiorari denied in 
Ex Parte Home Ins. Co. of N. Y., 207 Ala. 712 (1921). 
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of how far the state should enter into competition with private 
enterprise. It has been held that funds raised by taxation cannot 
be used by the state to engage in a pnvate business merely for 
profit; but it is well established that public money may be appro- 
priated for the purpose of furnishing the population with certain 
necessaries, such as water, gas, light, and transportation. The 
chief distinction seems to turn upon the proposition of whether 
or not the individual is able to furnish such necessary facilities 
without a state franchise. If the purpose to which funds raised by 
taxation are being put is essential to the public good, even though 
carrying some private benefit, in general the courts have refused 
to invalidate such expenditures. In general, money raised by 
means of taxation must not only be put to some public use, but it 
must also be expended at least in part in the district where levied.*' 
This principle does not mean that the contributing district must 
enjoy the whole benefit. A municipality, for example, may be 
taxed to construct and maintain highways which lie adjacent to, 
but outside its corporate limits,'® on the ground, that it is indis- 
pensable that the city have free access to outside markets 


General Tax Powers of the Federal Government. In general, 
under the doctrine and definition of sovereignty, it seems that 
statutes and constitutions are more in the nature of restrictions 
or limitations on the power of the federal government and of the 
states to tax than a grant of authority In this regard, the United 
States Supreme Court held: 


Unless restrained by constitutional provision, the sov- 
ereign (state) has power to tax all persons and property 
actually within its jurisdiction and enjoying the benefit and 
protection of its laws.'® 


Federal restrictions on state taxing power relate to (1) inter- 
state and foreign commerce; (2) obligations of contracts; (3) im- 
port or export duties; (4) tonnage duties and interstate compacts; 
(5) full faith and credit to acts, records and judicial proceedings 
of other states; (6) privileges and immunities accorded to citizens 


Hagler v. Small et al, 307 111 460 (1923); Sun Publishing i^sn 
et al.. v. Mayor of the City of New York ei al., 152 N Y. 257 (1897); St Paul 
Trust and Savings Bank v. American Cleanng Co., 291 F^ed. 212 (1923). 

”Keith V. Lockhart et al, 171 N. C. 451 ( 1916 ); see Duffy et al,v. Bur- 
nil, 234 Mass. 42 (1919); Dane v. BurnU, 41 S. Ct. 447 (1921); Dane v 
Treasurer and Receiver General* 236 Mass. 280 (1920); Faison et ceL, V 
Board of Cona'rs. of Duplin County, 171 N. G. 411 (1916). 

^sTown of Keene v. Town of Roxbury, 81 N. 332 (1924) 

^®Haavik v. Alaska Packers' Assn., 263 U. S. 510 (19-.4). 
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of other states; (7) due process and equal protection of the laws; 
(8) transportation of intoxicating liquors; and (9j federal instru- 
mentalities and obligations. 

Since the federal government possesses only delegated au- 
thority, its powers to levy and collect taxes must be found in the 
expressed and implied powers of the Constitution of the United 
States. Article I, Section 8, of the Constitution gives Congress 
the express power “to lay and collect taxes, duties, imposts and 
excises to pay the debts and provide for the common defense and 
general welfare of the United States.” But this article is in the 
nature of a limitation on the purpose for which the taxing power 
may be exercised rather than a grant of authority. It seems that 
this provision of the Constitution gives the federal government 
through Congress the power to lay and collect taxes, imposts and 
excises for the general welfare, as restrained by further constitu- 
tional or statutory provision This power also includes the 
right of the federal government to levy general property taxes, 
which it has attempted to do on some five occasions. 

Federal Use of Tax Power for Regulation. The original and 
primary purpose of taxation was to furnish revenue to the govern- 
ment, and the extent to which this power may be used as control 
has always been a legal question A tax may occupy the dual 
purpose as a source of revenue and of control. The federal govern- 
ment has no inherent police power under the Constitution similar 
to that of the vanous states, although under the broad powers of 
taxation, many specific regulations on trade and manufacturing 
are imposed.^^ For example, in the Act of March 3, 1865, Congress 
imposed a 10 per cent tax on state bank notes, which effectively 
drove them out of circulation. The admitted purpose of this tax 
was to secure a monopoly of note issues to the National Banks. 
Congress also taxed out of existence the sale of shot guns with 
barrels under eighteen inches long and of narcotics, and it has 
been suggested that the sale and use of alcoholic beverages could 
be better controlled by the power of taxation than by a constitu- 
tional amendment Congress also imposed a tax of ten cents a 
pound on colored butter substitutes sold in interstate commerce. 

20See Knowlton v Moore, 20 S Ct 747 (1000) 

^^Alexander Theatre Ticket Office v. The United States, 23 Fed (2d) 
44 (1927); see McKenna v. Anderson, 31 Fed. (2d) 1016 (1929) 

22The constitutionality of this tax was sustained in Veazie Bank v Fenno, 
8 Wall. 533 (1869). 
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The taxpayers contended that this levy was excessive, but it was 
held that the discretion of Congress in its constitutional powers 
to impose excise taxes could not be controlled or limited by the 
courts because the latter might deem their incidence oppressive 
or even destructive. Granted the primary authority, Congress, 
in selecting the subject for taxation, might impose the burden as 
it saw fit, and a motive disclosed in the selection to discourage 
the sale or manufacture of an article through a higher tax than 
on some other article does not invalidate the levy.”'^ 

Congress, on two occasions (1916 and 1919), attempted to 
regulate child labor by means of the taxing power, but, in both 
instances, the statutes were invalidated by the United States 
Supreme Court on the ground that it was not a proper exercise of 
authority as conferred by Article I, Section 8, or that it was a 
violation of the Tenth Amendment, which was a trespass upon the 
rights of the state, or the due process and freedom of contract 
clauses of the Constitution of the United States.-^ 

In the Drexel Furniture case, the Federal Child Labor Tax 
Law imposed a tax of 10 per cent of the income of persons em- 
ploying child labor under 14 years of age. The Drexel Company, 
after it was assessed by Bailey, United States collector of internal 
revenue, paid the tax and filed protest on the ground that the 
law was unconstitutional. In this case. Chief Justice Taft, speak- 
ing for the United States Supreme Court said: 

“ . . The law is attacked on the ground that it is a regulation 
of the employment of child labor in the States — an exclusively 
state function under the Federal Constitution and within the 
reservations of the Tenth Amendment. It is defended on the 
ground that it is a mere excise tax levied by Congress of the 
United States under the broad power of taxation conferred 
by Section 8, Article I, of the Federal Constitution.'* 

In the same opinion, Chief Justice Taft cited with approval 
Hammer v. Dagenhart, a previous and similar case, where the 
Court said : 

“In our view the necessary effect of the Act is, by means of a 
prohibition against the movement in interstate commerce of 
^^McCray v. United States, 195 U. S. 27 (1904). 

-^Bailey v Drexel Furniture Co., 259 U. S. 20 (1922); Hammer v. Dagen- 
hart, et aL, 247 U. S. 251 (1918); Also see 35 Harvard Law Rev. 859; 8 Cornell 
Law Quar 380, and 31 Yale Law Jour. 310; 40 Stat 1057 for the Child Labor 
Tax Law, passed February 24, 1919 

Note. The fact that the Dagenhart case was specifically overruled by the 
Supreme Court in West Coast Hotel Co. v. Parrish, 57 S. Ct 578 (1936) does 
not alter this general holding. 
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ordinary commercial commodities, to regulate the hours of 
labor of children in factories and mines within the states, a 
purely state authority.” 

Accordingly both acts of Congress of 1916 and 1919 to regulate 
child labor under the tax power were held to be unconstitutional 
as invading states’ rights 

The Constitution of the United States provides for direct and 
indirect taxes, and lays down rules by which their imposition 
must be governed.^ Article I, Section 9, states that “no capita- 
tion or other direct tax shall be laid, unless in proportion to the 
census or enumeration hereinbefore directed to be taken ” Article 
I, Section 1 provides that direct taxes “shall be apportioned 
among the several states which shall be included within this union 
according to their respective numbers.” Article I, Section 8, 
states that “all duties, imposts and excises shall be uniform 
throughout the United States.” 

The Constitution of the United States therefore provides that 
all direct taxes shall be apportioned among the several states in 
accordance with their respective population, and that the rates 
of all indirect levies must be uniform. Direct taxes are therefore 
not levied by the United States Government in accordance with 
any property-valuation rule, but according to the rule of ap- 
portionment. Because of this fact they have never been popular 
The less property there is in the state, the higher the rate might 
have to be, because the amount collected would have to be fixed 
according to a basis of population. Such sums would have to be 
raised by an internal levy on all property within the jurisdiction 
of the state. The federal government attempted to impose direct 
taxes on personalty and realty among the several states in 1798, 
1813, 1815, 1816, and during the Civil War, but the results were 
so highly unsatisfactory that it is doubtful if this means of raising 
revenue will ever be used again. Prior to the Civil War, direct 
taxes were levied on lands, improvements, and dwelling houses. 
Until the income tax amendment m 1913, the sources of revenue 
to the United States Government were almost exclusively those 
of duties, imposts, and excises. 

The constitutional requirement that all duties, imposts, and 
excise rates shall be uniform through the United States is purely 
geographical in its application. “Umform” means that the rate 

“Pollock V. Farmers’ Loan & Trust Co., 15 S Ct 673 (1896); affirmed 
on reheanng in 158 U S 601 (1895) 



Ch. 17] 


Basic Legal Principles op Taxation 


443 


only on indirect tax^ need be the same throughout the territorial 
limits of the United States, and does not refer to the amount 
collected. Speaking on this question Justice Field in the Pollock 
case said: 


. . the tax levied cannot be one sum upon an article at one 
place, and a different sum upon the same article at another 
place The duty received must be the same at all places 
throughout the United States, proportioned to the quantity of 
the article disposed of, or the extent of the business done If, 
for instance, one kind of wine or gram or produce has a certain 
duty laid upon it, proportioned to its quantity, in New York, 
it must have a like duty, proportioned to its quantity, when 
imported at Charleston or San Francisco; or if a tax be levied 
upon a certain kind of business, proportioned to its extent, 
at one place, it must be a like tax on the same kind of business, 
proportioned to its extent, at another place. In that sense, the 
duty must be uniform throughout the United States.”^ 

There are no problems of property valuation in the case of 
indirect taxes; it is only a question of uniform rate collection. 
It is, however, always an open question whether a given tax is 
direct or indirect, which again is a question for the courts to 
decide. In the case of the income tax, the court early held that 
it was a direct levy; hence, the Sixteenth Amendment was adopted 
in 1913 to allow it to be collected at a uniform rate from every 
citizen rather than to apportion it among the states on a popu- 
lation basis. 

Article I, Section 10, of the federal Constitution provides 
that “no state shall, vdthout the consent of the Congress, lay any 
impost or duties on imports or exports, except what may be 
absolutely necessary for executing its inspection laws.” 

Under this Article, it has been judicially determined that 
imported goods preserve their character as imports and are not 
subject to state taxation as long as they remain unsold in the 
original package.^’ 

The federal Constitution, Article I, Section 9, forbids the 
imposition of any obstruction, whether by tax or otherwise, on 
exports of goods from any state, but this provision has been held 
to apply only on shipments that are in foreign commerce. Because 
of the political entity or partial sovereignty enjoyed by the 
several states, the federal government cannot validly tax the 


2«Op. Cit. 
^^Low et aL, v. 
(1896); also see 33 


Lustin, 13 Wall. 29 (1871), Gelpi v. Schenck, 21 So. 116 
"ale Law Jour. 321; 37 Harvard Law Rev. 157. 
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means or agencies through which they perform their functions. 
However, such matters as salaries of state employees have become 
subject to federal taxation.^s 

Taxation and the Commerce Clause, The commerce clause, 
Article 1, Section 8, of the federal Constitution, says that 'The 
Congress shall have power — To regulate commerce with foreign 
nations, and among the several States and with the Indian tribes/^ 

When this clause was written in the federal Constitution, the 
distinction between inter- and intra-state commerce seemed so 
clear to the framers as to defy confusion and controversy; yet, 
after almost a hundred and sixty years complete definition of and 
distinction between these two aspects of commerce have not been 
made. In general, the federal government has complete jurisdic- 
tion over inter-state commerce, while the states have control 
over trade and commerce that arise and extend within their own 
borders. But since many cases arise which are not clearly either 
one or the other, the respective jurisdictions of the federal and 
state governments are frequently in conflict; and the power of 
these two units of government to tax has frequently furnished 
one of the most prolific sources of controversy 

Perhaps the first great tax case to arise under this clause in 
conflict between the states and the federal government was 
Brown v. State of Maryland.^^ This case arose out of an act by 
the legislature of Maryland, passed in 1821, requiring all im- 
porters of foreign goods to take out a state license for which a 
fee of $50 was charged. Brown, an importer, refused to take out 
a license and was sued by the State of Maryland. He claimed 
that the act was repugnant to the commerce clause and was 
therefore unconstitutional for the following reasons: 

1. '‘No state shall, without the consent of Congress, lay any 
imposts, or duties on imports or exports, except what may 
be absolutely necessary for executing its inspection laws.” 

2 Congress shall have power “to regulate commerce with 
foreign nations, and among the several states, and with the 
Indian Tribes.” 

Chief Justice Marshall wrote the opinion. After stating that 
the Constitution of the United States was the supreme law of the 

^sprey v. Woodworth, 2 Fed (2d) 725 (1924), see also 31 Harvard Law 
Eev. 321; 32 Harvard Law Rev 234; 76 IJniversity of Pennsylvania Law 
Rev. 608. 

^sPrown V. State of Maryland, 12 Wheat. 419 (1827). 
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land, and that Congress had complete jurisdiction over inter-state 
commerce, he held that the act of the State of Maryland had put 
an undue burden on the entry of goods into the United States. 
He further held that even after these imports had entered the 
country and while still in their “original package” they were not 
subject to state levies. 

Another great case to arise later under this general Constitu- 
tional provision is F. May & Company v. City of New Orleans.’*" 
This case was important because the chief point at issue was a 
more extended definition of the term “onginal package ” 

In this case, the F. May and Company brought the action to 
restrain the City of New Orleans from collecting a property tax 
upon merchandise brought into the city from Europe. The 
Company had imported some 500 dozen boxes of towels packed 
and shipped in one large carton. The question was whether 
the “onginal package” was the outside shipping crate, or each 
individual box in which the articles were packed. The Court held 
that the outside shipping crate was the original package and 
when it was broken the contents thereby became mixed with the 
other property of the owners and were taxable by the city. 

Federal Excise Taxes. The Constitution of the United States, 
m Article I, Section 8, gives Congress the specific power to levy 
excise taxes. According to the 1949 federal budget, pages A 11 
and A 12, Congress provided for a host of federal excise taxes on 
such items as unjust enrichment, liquor, tobacco, manufactured 
articles, retailers’ items, and miscellaneous items, which 3 delded 
the total amount of $7,270,474,741 for the budget year ended 
June 30, 1947. The first excise taxes to be levied by the federal 
government were on liquor and tobacco. Later were added excise 
taxes on manufacturers, retailers, and a long list of miscellaneous 
items. The unjust ennchment taxes are temporary levies to re- 
cover the old processing taxes which could not be otherwise 
retained after the Agricultural Adjustment Act was declared 
unconstitutional. 

The United States Supreme Court, in a very famous case, 
defined the excise tax as “A tax imposed upon the performance of 
an act, the engaging in an occupation, or the enjoyment of a 
privilege. An excise tax is therefore a levy upon the doing and 
enjoying of an act or article rather than upon the property itself. 

5o2Us. Ct 976 (1900). 

“'Lutz V. Arnold, 208 Ind 480 (1935) 
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Perhaps one of the most extensive uses to which the federal 
government has made of excise taxes was in regard to the enforce- 
ment of pure food statutes. For example, on March 1, 1886,®^ an 
excise tax was levied on the sale of oleomargarine. On June 6, 
1896,*® a similar excise tax was levied on the sale of adulterated 
cheese. Again, on May 9, 1902, Congress exempted the sale of 
oleomargarine in interstate commerce from the “original package” 
Act which in legal effect over-ruled a Supreme Court decision 
invalidating a Pennsylvania statute aimed at complete prohibition 
of the sale of oleomargarine.®* 

The first excise levy in 1886 by the federal government on 
oleomargarine was 2 cents per pound, later raised in 1902 to 
10 cents per pound, which made its manufacture and sale pro- 
hibitive. In 1904, McCray, a dealer in oleomargarine, resisted this 
tax and license required of manufacturers and dealers and brought 
an action against the United States Government alleging that such 
tax and regulation were unconstitutional, in violation of the 6th 
and 14th Amendments.®® But the Supreme Court held, Justice 
White speaking, that the manufacture of artificially colored butter 
substitutes may be prohibited by a free government without a 
violation of fundamental rights. 

When general prices began their rapid ascent after the O.P.A. 
was liquidated the latter part of 1946, and butter rose so rapidly 
in price, the public consumer began demanding that the federal 
excise tax on oleomargarine be removed. The taxes were: 

1. Ten cents a pound on the manufacturers if it is colored; 

2. One-fourth cent a pound on manufacturers if it is uncolored; 

3. $600 a year license fee on the manufacturers. 

4. $480 a year license fee on wholesaler if his product is 
colored: $200 if uncolored. 

5. $48 a year license fee on retailer if his product is colored; 
$6.00 if uncolored. 

But the bills before Congress in the 1948 Session to repeal all 
federal licenses and license taxes on oleomargarine failed to become 
law, and the above tax and license schedules remained in effect.*® 

“24 Stat. 209, U. S Code, Title 26, C 9 

»29Stat 253. 

“32 Stat. 193; also see Schollenberger v. Pennsylvania, 171 U. S. 1 (1902) 

“McCray v. United States, 24 S. Ct. 769 (1904). 

“The States also have numerous excise taxes, of one kind or another. 
About half of them prohibit the sale of oleomargarine. The other half tax its 
sale and manufacture very severely. In 1948, in sympathy with the public 
demand to remove certain excises, six States repealed all such taxes on the 
manufacture and sale of oleomargarine. 
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The federal government has also used the excise tax very ex- 
tensively in other ways. In Stewart Machine Company v. Davis,*' 
the United States Supreme Court upheld Titles III and IX of the 
Social Security Act. Title IX of the Act provides for an excise 
tax, the proceeds of which are to be paid into the Unemplojrment 
Trust Fund to be kept by the United States Treasury. Title III 
authorizes Congress to make appropriations to the States to 
assist them in administration of their Unemployment Compensa- 
tion Laws. The Stewart Machine Company, a corporation under 
the laws of Alabama, paid the tax and asked for a refund on the 
ground that the tax was not an excise; that its purpose was not 
revenue, but an unlawful invasion of the reserved powers of the 
State; and that it coerced the States in contravention of the 10th 
Amendment. 

The Supreme Court refused to hold the tax section of the 
Social Security Act unconstitutional, sa3dng that the Act does not 
in any way coerce the States in violation of the 10th Amendment; 
and that it does not unduly enter the reserved power of the States. 
The Court said that the State is free, without breach of agree- 
ment, to change its system at any time it so desires. 

In thp United States v. Butler*® case, it was held that the 
federal government had made an improper use of its tax power in 
laying the excise processing tax. 

In 1933, Congress had provided the Agricultural Adjustment 
Act to improve the economic situation of the farmer. The Secre- 
tary of Agriculture was authorized to enter into contracts with 
farmers in which they agreed to reduce their production. He 
was also authorized to levy an excise tax on processors of agri- 
cultural products, such as slaughterers of animals and millers of 
grain, to compensate the farmers for their reduced production. 
The Hosach Mills, through its receiver Butler, attempted to 
enjoin the federal collection of such excise tax on the ground that 
the AAA was unconstitutional. 

The United States Supreme Court held the AAA unconstitu- 
tional on two grounds: first, it invaded the reserved powers of the 
States to regulate agriculture, and, second, the Act was also an 
invalid exercise of the federal taxing and spending powers under 
the general welfare clause 


’^Stewart Machine Company v. Davis, 57 S. Ct. 883 (1937) 
■^United States v. Butler, 563 S Ct 312 (1986). 
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The Carter v. Carter Coal Company^® case concerned the con- 
stitutionality of the Bituminous Coal Conservation Act of 1935. 
This Act provided an excise tax of 15 per cent upon the sale and 
other disposal of all bituminous coal which allowed a 90 per cent 
drawback if the producer complied with the code of fair competi- 
tion. 

Justice Sutherland, speaking for the Supreme Court in this 
case, held that this levy was not an excise tax, but a penalty im- 
posed not for revenue, but to compel compliance with the Bitu- 
minous Coal Conservation Act of 1935, and therefore unconsti- 
tutional. The court held that this was another instance where 
the federal government had used the tax powers improperly. 

General Taxing Powers of States. Restnctions imposed by 
state constitutions and statutes upon their powers to tax vary 
among the states. Some of the most common restrictions and 
provisions are: 

(1) Equality and uniformity of taxation, 

(2) Taxation according to value; 

(3) Limitations on rate or amount of levy; 

(4) Double taxation; 

(5) Taxation for public purpose only, 

(6) Delegation of taxing power. 

As stated elsewhere, the federal government has been given 
only such delegated powers to tax as are directly and indirectly 
prescribed in the United States Constitution. The various states 
of the Union have residual powers to tax all persons and property 
within their respective jurisdictions, limited only by the federal 
Constitution and their own self-imposed laws. The states have 
authority to create municipalities and other internal divisions 
and units of government, and to give to such local agencies certain 
express powers of taxation and borrowing money. Therefore, in 
general, the United States Government possesses only delegated 
powers to tax; the respective states have residual and inherent 
authority; while all local units of government have only certain 
designated rights to impose levies. 

The general relation of the individual to his state is not affected 
by Article I, Section 10, of the United States Constitution, which 
provides that “no state shall pass any law impairing the obligation 
of contract.” This provision relates only to pnvate contracts 


“Carter v. Carter Coal Company, 66 S Ct. (1936). 
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between individuals, or between the state and its citizens, as for 
instance, the grant of a special franchise or a charter to a corpora- 
tion.^® However, there are other contractual relations between 
the individual and the state that cannot later be repudiated, as 
where the obligations of a corporation are made non-taxable. It 
has been held, for example, that unless stated specifically to the 
contrary, a tax imposed on the capital stock of a corporation is 
not a violation of the contract clause of the Constitution." 

The Constitution of the United States, m Article IV, Section 1, 
provides that “The citizens of each state shall be entitled to all 
the privileges and immunities of the citizens in the several states.” 
This section has been construed to mean that no state can tax the 
citizens of another state at a different and higher rate than it 
imposes upon its own. The Fourteenth Amendment to the Con- 
stitution, which provides equal protection under the law to the 
citizens of the United States, affords substantially the same pro- 
tection against discrimination and lack of uniformity. The fact 
that a tax has been imposed so high as to destroy the profits of a 
particular business or even the business itself is no defense against 
its levy and collection so long as the rate is uniform and applied 
in like manner to all concerns of a given class. In the Alaska Fish 
Case, the court said: “Even if a tax should destroy a business, it 
would not be made invalid or require compensation upon that 
ground alone 

One of the most important limitations upon the right of the 
etate to impose taxes is subject to the treaty making power of the 
United States. By this means, political and economic representa- 
tives of foreign nations are not subject to taxation by the state 
within whose borders they reside. If, however, such a person 
engages in business for profit, or devotes his property to such 
uses, he then becomes subject to the usual tax levies. 

Property, whether personal or real, belonging to the United 
States and used for governmental purposes, is not subject to state 
taxation, unless so made by federal statute.'^'* A state cannot tax 

*®Dartnioiith College v. Woodward, 4 Wheaton 518 (1819). 

^^Providence Bank v. Billings, 4 Pet.^ (29 U. S.) 514 (1830). A contract 
for tax exemption is binding according to its express terms. See New Jersey v. 
Wilson, 7 Cranch (11 TJ. S.) 164 (1812), and Kehrer v. Stewart, 197 XJ. S. 
60 (1905). 

^•^Smith V. Mahoney, 22 Ariz. 342 (1921); Alaska Pish Co. v. Smith, 
255 U. S. 44 (1921). ^ ^ i . 

«Irwin V, Wright et al , 42 S. Ct. 293 (1922); Lee ei al, v. Osceola, etc 
District, 45 S. Ct. 620 (1925); United States v. Coghlan, 261 Fed. 425 (1919) 
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bonds, treasury notes or other obligations of the United States, « 
and all means, agencies, and instrumentalities of the federal 
government are entirely exempt,^® except by its specific permis- 
sion, which has been granted in many instances. 

The Constitution of the United States gives to Congress the 
exclusive power to regulate commerce among the various states of 
the Union and with foreign nations. It follows, therefore, that 
no state may tax goods which are being shipped in interstate 
commerce.'*® The rule of equality and uniformity requires that a 
tax must fall impartially on all persons and property in the same 
class. Substantial uniformity is all that is required. In general, 
the equality and uniformity rule applies to property taxes only; 
in a few states, such as Pennsylvania and Washington, however, 
income taxes at graduated rates have been held invalid as violating 
this provision. In the absence of constitutional restriction, the 
amount of tax that may be validly imposed is limited only by the 
needs of the government. Therefore, in general, it is no defense 
against a tax levy merely that its amount is m excess of the net 
income of the business, or is a trespass upon the capital invest- 
ment. 

The state must also observe the rules of uniformity, and not 
tax instrumentalities within its own limits engaged in interstate 
commerce, at a higher rate than is imposed upon any other 
property. Such restriction does not preclude the state from im- 
posing an excise tax on the franchise of a domestic corporation 
which is engaged in interstate commerce. Such a tax is construed 
as being a charge upon the privilege of existing as a corporation 
Since a foreign corporation, which is not m the service of the 
United States or engaged in interstate commerce, may be excluded 
by a state altogether, it follows that the state may impose any 
condition it chooses upon the admission of the corporation to do 
business within the borders of the state. 


Proper and Improper Use of Tax Power by States. It has 
already been stated that a state may, in general, levy any tax 
■‘^Lantz V Hanna ei al., Ill Kans. 461 (1922); Western Automobile Ins. 
73 'Mont'^210’(1925)^*°^' (1922); East Helena State Bank v. Rogers, 

r o Oklahoma, 42 S. Ct. 171 (1922); also see 34 Yale 

Jour. 807; 30 Columbia Law Rev. 900; 30 Columbia Law Rev. 92, 
Cornell Law Rev. 737. 

“Under one guise or another, such as “use laws,” "sanitary purposes,” 
some tax movement of interstate commerce; such taxes have been 
upheld by the Supreme Court. 
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which the federal Constitution has not denied to the states. The 
exercise of this power by the states is often a matter of conflict 
with certain constitutional prohibitions and with the federal 
government, and matters pertaining to interstate commerce are 
often in dispute. 

In State of Minnesota v. Blasius,^’ Blasius brought eleven head 
of cattle into Minnesota from a point outside the state. He placed 
the cattle in pens until he could decide what he would further do 
with them. During this waiting period, these cattle were taxed as 
personal property according to the tax laws of Minnesota. Blasius 
contended that the tax was invalid becau seit was a levy on cattle 
in the course of interstate commerce. 

Chief Justice Hughes, speaking for the Supreme Court, held 
that the cattle in question had come to rest and therefore had 
become part of the taxable property of the State of ^Minnesota. 
In this connection he held that, “Where property has come to rest 
within a state, being held there at the pleasure of the owner, for 
disposal or use, so that he may dispose of it either within the state, 
or for shipment elsewhere, as his interest dictates, it is deemed to 
be a part of the general mass of property within the state and thus 
subject to its taxing power.” 

In Wagner v City of Covington,** Wagner, a manufacturer 
of soft drinks in Cincinnati, Ohio, sent a wagon loaded with 
soft drinks to Covington, Kentucky, for sale and delivery, where 
they were taxed while yet in his possession. He objected to the 
tax as being repugnant to the commerce clause of the federal 
Constitution. The United States Supreme Court held that where 
the business is that of an itinerant merchant such business is 
subject to local taxation. In this case, the Court drew the dis- 
tinction between drummers and peddlers. A peddler is an itinerant 
merchant who goes from place to place with the goods he sells 
making immediate deliveries The place of sale is within the 
state and therefore the goods are not in interstate commerce. 

In Pullman Company v. Eichardson,'** the Pullman Company, 
an Illinois corporation, was engaged in operating sleeping and 
parlor cars on the railroads throughout the United States. In 
levying a gross receipts tax, every service performed within and 

^^State of Minnesota v. Blasius, 54 S. Ct. 34 (1933). Also see Coe v. 
Town of Errol, 6 S. Ct. 475 (1886) where substantially the same principle 
was upheld. 

^®Wagner v. City of Covington, 251 U. S 95 (1919). 

<®Pullman (Company v. Richardson, 261 U. S. 330 (1922) 
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without the State of California was taken into consideration. The 
Company paid the tax under protest and then filed claim against 
the State of California to recover it on the ground that the tax 
was an interference with interstate commerce. 

The United States Supreme Court held that a tax on the act of 
engaging in interstate commerce, or a tax on the gross receipts 
therefrom would be a burden or restraint on such commerce, and 
therefore unconstitutional. 

The Rule of Equality and Uniformity. The rule of equahty 
and uniformity, found in almost all state constitutions, specifically 
provides that all taxes shall be levied in an equal and uniform 
manner, and without discrimination. Unless the state constitution 
or statute provides otherwise, the requirement of uniformity does 
not mean that all classes, kinds and t3q)es of property must be 
taxed at the same rate. It has been held that property may be 
classified for purposes of taxation so long as the grouping is based 
upon some reasonable ground, so long as there is a well defined 
economic distinction among the classes and so long as the classifi- 
cation is not unreasonable, capricious, or arbitrary.®® In the 
Indiana v. Jackson case, the United States Supreme Court said: 

The principles which govern the decision of this cause are 
well settled. The power of taxation is fundamental to the 
very existence of the government of the states. The restriction 
that it shall not be so exercised as to deny to any the equal 
protection of the laws does not compel the adoption of an 
iron rule of equal taxation, nor prevent variety or differences 
in taxation, or discretion in the selection of subject, or the 
classification for taxation of properties, businesses, trades, 
callings, or occupations. 

. . A very wide discretion must be conceded to the legislative 
power of the state in the classification of trades, callings, 
businesses, or occupations which may be subject to special 
forms of regulation or taxation through an excise or license 
tax. If the selection or classification is neither capricious nor 
arbitrary, and rests upon some reasonable consideration of 
deference or policy, there is no denial of the equal protection 
of the law. 

... In view of the numerous distinctions above pointed out 
between the business of a chain store and other types of 
store, we cannot pronounce the classification made by the 
statute to be arbitrary and unreasonable.®^ 

“ Cr540°^54l-544*a931) 283 U S. 527 (1931) 
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Jackson, in the Indiana case, contended that he was being 
taxed in violation of the Fourteenth Amendment of the federal 
Constitution which states that property must not be taken with- 
out due process of law. The Fourteenth and Fifth Amendments 
are similar in substance, and under the latter the Supreme Court 
has sustained the power to tax when the levy was not made 
arbitrarily, unreasonably, or capriciously. The constitutional 
right of the state legislature to classify property for taxation 
pmposes falls under the same general rule. The Indiana statute 
classifying property for taxation was therefore constitutional. 

Tax Immunity. Perhaps there is no question in tax law which 
has been more productive of controversy than that of immunity 
of property, of individuals, of income, or of governments from 
taxation. The United States Supreme Court has shown a tend- 
ency to restrict the protection once given to interstate business 
against heavy taxation by states. The old rule that states can- 
not impose tax burdens on goods that move in interstate commerce 
has been weakened in three decisions. These decisions of the 
Supreme Coiu*t involve state property taxes on commercial air 
lines — a relatively new field in taxation, sales and use taxes, and 
gross income taxes on goods that moved across state boundaries. 

In a case involving the Northwest Airlines, Inc.,®^ the United 
States Supreme Court held that Minnesota could levy personal 
property taxes on the full value of the entire fleet of the company’s 
planes, even though these planes were based in the state only part 
of the time throughout the year. The Northwest Airlines operated 
a large fleet of planes out of St. Paul as the home port. All the 
planes were operated in interstate commerce on fixed routes carry- 
ing persons, property and mail, predominantly within the territory 
comprising Illinois, Minnesota, North Dakota, Montana, Oregon, 
Wisconsin, and Washington. All the planes, from time to time 
during the tax year, were within the home state of Minnesota. 
The question was whether the “commerce clause” or the “due 
process clause” of the Fourteenth Amendment barred the state of 
Minnesota from enforcing the personal property tax which it had 
laid on the entire fleet of airplanes owned by the Northwest Air- 
lines, Inc., and operated in interstate commerce. 

The Supreme Court held that the state of domicile has juris- 
diction to tax personal property of its corporations imless the 

^Northwest Airlines, Inc. v State of Minnesota, 64 S Ct 950 (1944) 
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property has acquired a permanent location, or taxing situs, else- 
where. Therefore, since these airplanes operating in interstate 
commerce had their principal place of business in Minnesota and 
all were in the home port of St. Paul from time to time during the 
tax year, the state’s personal property tax on the entire fleet did 
not violate the commerce clause or deny “due process of law.” 

Justice Jackson, in a separate concurring opinion, reached the 
same conclusion by a slightly different route. He contended that 
Minnesota, as the “home port” of the fleet, should have the 
exclusive right to tax the planes. Justice Frankfurter, speaking for 
the majority, however, did not close the door that would allow 
other states also to tax the same planes. 

The dissent, written by Chief Justice Stone, split with the 
majority on this point. The Chief Justice contended that the 
majority threatened to open the door to ruinous taxation of air 
lines by states. Instead, the minority would tax air line property 
as states now tax railroad and communications property, that is, 
by apportioning the levies among the various states in which the 
utility systems operate. But this might be a very difficult formula 
to apply in the case of such movable property. 

The power of a state to collect use taxes from an out-of-state 
company that does business within the state was upheld in General 
Trading Company v. State Tax Commission of Iowa,®® in a 
decision by the United States Supreme Court. The General 
Trading Company, a Minnesota corporation, sent its traveling 
salesmen into Iowa to sell at retail its products to be consumed in 
the state. The Trading Company had no place of business or 
agents located in Iowa The question presented was whether Iowa 
could, under circumstances of this case, collect a use tax from the 
General Trading Company on property*sent by it from Minnesota 
to purchasers in Iowa. 

The Iowa Use Tax Law imposes a tax of 2 per cent on all 
tangible personal property purchased for use within the state. 
The United States Supreme Court, Justice Frankfurter speaking, 
held that the imposition and collection of such use tax was within 
the power of the state of Iowa, partly on the ground that, in effect, 
the Trading Company was a retailer within the state, and partly 
that a state has authority to impose reasonable taxes for its own 
support. 


®64 S. Ct. 1028 (1944J. Also see Nelson v Sears, Roebuck & Company, 
61 S. Ct. 686 (1941), and Nelson v Montgomery Ward & Company, 61 
S. Ct. 593 (1941). 
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In McLeod v. J. E. Delworth Company/* the United States 
Supreme Court drew a sharp distinction between the authority of 
a state to levy and collect sales taxes and to levy and collect use 
taxes on businesses that are engaged in interstate commerce. 

In this case, the Delworth Company was a corporation organ- 
ized under the laws of Tennessee. It sold in commerce its ma- 
chinery and well supplies in Arkansas, on ordeis coming from 
purchasers. Under its Retail Sales Tax Act of 1937, the State of 
Arkansas levied a sales tax, which the Delworth Company con- 
tested as an unconstitutional burden on interstate commerce. 
Justice Frankfurter, speaking for the Court, said that while the 
sales and use taxes might be used to accomplish the same purpose 
in the end, yet their legality must not be confused. They are 
different in conception, and their assessments are upon different 
transactions. A sales tax is a tax on the freedom of purchase. A 
use tax is a tax on the enjoyment of that which was purchased. 
Based upon this distinction the Justice concluded that the sales 
tax in question involved an assumption of power by the state of 
Arkansas which the commerce clause was meant to end, and was 
therefore unconstitutional. 

A fourth case, decided by the United States Supreme Court, 
was the International Harvester Company v. Indiana, in which 
it was held that the Indiana Gross Income Tax Act, as applied to 
sales by foreign corporations authorized to do business in the 
state, did not offend the commerce clause or the Fourteenth 
Amendment. 

The International Harvester Company is a corporation au- 
thorized to do business in Indiana but incorporated under the 
laws of another state. It manufactures farm implements and 
motor trucks and sells them both at wholesale and retail. The 
company brought suit to recover taxes paid under the Indiana 
Gross Income Tax Act on the ground that it was an interference 
with interstate transactions. The Indiana tax was sustained on: 

(1) sales by Indiana branches of the company to out-of-state 
customers who came into Indiana to accept delivery; 

(2) sales by out-of-state branches to Indiana customers on 
which delivery came from Indiana factories; 

(3) sales by Indiana branches to Indiana customers in which 
delivery came from out-of-state factories. 

Ct. 1023 (1944). 

“International Harvester Company v. Department of Treasury of State 
of Indiana, 64 S. Ct 1019 (1944). 
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These decisions, coupled with other tax cases in recent years, 
indicate that the Supreme Court is becoming reluctant to throw 
the cloak of constitutional protection around taxpayers against 
either state or federal tax laws. It seems that corporations and 
individuals must look to Congress or to state legislatures for such 
protection in the future. 

Another recent development of tax law is in regard to husband- 
wife partnerships, which have been formed principally to avoid 
certain income tax levies. Some of these partnerships have been 
sustained as bona fide organizations, while others have been 
held to be mere subterfuges. The overruled case involved two 
husbands doing business as general partners with their wives as 
limited partners. The partnership was formed by dissolving a 
corporation after the husbands gave stock in the corporation to 
their wives. The court found in this case that the husbands re- 
linquished no control over the business and that the wives made 
no contribution to it, and therefore a valid partnership was not 
created. Therefore, the courts held that the husbands, personally 
were fully liable for income taxes on the partnership earnings.®* 

In another case, the court upheld a partnership arrangement 
whereby the husband gave an interest in a manufacturing business 
to his wife in her own right, and another interest to her as trustee 
for their minor children. In upholding this partnership, the tax 
court rejected the government’s contention that to recognize it 
would be “to open up a door for tax avoidance.” The Court held 
that “the door has long been open because there are many cases 
which have sustained the validity of such partnerships.”®^ 

The income-splitting provision of the 1948 Federal Income 
Tax Amendment may greatly reduce the number of husband-wife 
partnership organizations to effect savings in income taxes, but 
it will not in any way affect their validity. 

Summary. There is no more complicated and involved aspect 
of taxation than its legal and constitutional principles. The 
Courts have not always been consistent or in step with economic 
and social progress. There is much conflict of law in the field of 
taxation; the opinions of the courts often holding to contrariety of 
points o f view. 

“O. WUliam Lowry, Charles R. Shgh, Jr , 3 T.C. — No 97, Docket 
Nos. 112691, 112692 (Harron, Jr.) May 8, 1944. 

«J. D. Johnston, Jr., 3 T.C. — No 101, Docket No. 109698 (Tyson, Jr.) 
May 10, 1944 
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Due to the dual system of government in the United States, 
the federal and state governments have certain plenary powers to 
impose taxes. The states have the power to grant certain tax 
privileges to their local units. This dual system of government 
has been responsible in many instances for multiple and double 
taxation. The great need of revenue has caused the federal, state 
and local units to tax almost every available source of income 
In general, the federal government can impose ta.xes only accord- 
ing to the expressed or clearly implied powers of the Constitution. 
The states can levy any tax which has not been expressly denied 
them. The local units can use only such forms of income a.s have 
been specifically granted them. 

Every tax must be levied for a public purpose only. The same 
principle applies to loans because they must ultimately be liqui- 
dated out of taxes. Taxes are imposed as an act of sovereignty. 
Therefore, a constitution or a statute is to be regarded more in the 
light of restriction rather than a grant of power. They define and 
restrict rather than grant the power of imposition. 

In the last few years, the Courts have been re-examining the 
old doctrine of immunity. At first, because of the dual system 
of government, it was held that neither the federal nor state 
governments could tax each other or any of their respective instru- 
mentalities. Goods moving in interstate commerce were regarded 
as entirely exempt from state and local taxation. But of late, 
especially since the Sixteenth Amendment and the Helvering v. 
Gerhardt decision, the immunity rule has been greatly modified. 
The federal and state governments do tax each other, with certain 
restrictions, and the states do impose levies upon goods moving 
in interstate commerce. At present, it is impossible to reduce these 
rules to a single statement of principles. 

In this chapter, only the most essential and fundamental 
principles of tax law have been presented. The legal principles 
which apply to specific taxes will be studied as these forms of 
income are considered elsewhere in the text. 
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TEXT QUESTIONS 

1. How has the dual character of sovereignty m the United States 
complicated the problems of taxation? 

2. Why is the power to tax a sovereign power? Is it created with 
or given to the state? 

3. What is meant by public purpose when used to refer to taxation? 

4. Distinguish jurisdiction when it refers to realty and when it 
refers to personalty. 

5. Why is the federal power to tax often regarded as restriction 
rather than a grant of such power*? 

6. Distinguish use of a tax for revenue and use for regulation. Give 
several illustrations with legal dispositions by the courts. 

7 What does the Constitution of the United States say about direct 
taxes? about indirect taxes? 

8 What is the court holding in Pollock v. Farmers' Loan and 
Trust Company case? 

9. What is the commerce clause of the federal Constitution, and 
what significance does it have with respect to the power of taxa- 
tion? 

10. What principle of taxation was announced in Brown v. State of 
Maryland? 

11. What does the federal Constitution say about excises*? What is 
an excise tax? 

12. What was the state and federal history of the taxation of oleo- 
margarine up to 1949? 

13. Why were the taxes imposed under the AAA and the Bituminous 
Coal Act of 1935 held to be unconstitutional? 

14. What are the principal restrictions imposed by the federal 
Constitution on the powers of the states to tax? 

15. What is meant by the word immunity when used to refer to the 
power to tax'? to what extent does it apply to the federal govern- 
ment? to the state and local governments? 

16. In general, what are the restrictions of the states to tax inter- 
state commerce? What are the exceptions? 

17. What are the rules of uniformity and equality as they apply to 
the states and local governments? 

18. Specifically, why did the Supreme Court sustain the constitu- 
tionality of the Indiana Statute to tax chain stores? 

19. Account for the distinction which the United States Supreme 
Court draws between a state tax on sales and a state tax on use. 

20. Why do tax officials view husband-wife partnerships with sus- 
picion? 
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APPLICATION PROBLEMS 

1. Suppose the XY Milling Company of your community does a 
large business of buying and selling, storing and processing of 
wheat. It buys in interstate commerce a million bushels of wheat 
for storage and processing. While this wheat is in storage and 
being processed in the company’s elevators, your local unit 
places a property tax on it Is such tax constitutionar 

2. Suppose your state imposes a two per cent tax on retail sales 
It now proposes to apply the same rate as a use tax on auto- 
mobiles and gasoline. Would such use tax be constitutional? 

8. At the time when the XY Corporation was incorporated m your 
state to do a manufacturing business, there w^ere specific rates 
on income and property. Later, without the consent of this 
corporation, these rates were increased by proper statutory 
process. Why is this not a violation of the Fourteenth Amend- 
ment? Would the Dartmouth College case apply? 

4. Suppose your city proposed to tax gross or net incomes. Could 
it do it? Prepare recommendations to this effect. 

5 Suppose Congress attempted to regulate child labor by imposing 
a tax on interstate shipment of products produced in your state. 
Would such tax be constitutional? To what extent, if at all, 
would the Tenth Amendment apply? 

6. The Sixteenth Amendment gives the federal government the 
power to tax incomes “from whatever source derived.” Does this 
give the federal governrrent the right to tax the salaries of state 
officials? of state employees'^ 

7. Suppose that a particular tax fell with such weight upon a 
corporation as to take all profits and ultimately to force it into 
liquidation and dissolution. Has it any constitutional defense? 


SELECTED REFERENCES 

Altman, G. C. Introduction to Fed^al Taxation. Chicago: Commerce 
Clearing House, 1936 

Brown, Robert C. Cases and Other Materials on the Law of Taxation. 
Indianapolis: The Bobbs-Merrill Co., 1938. 

Cooley, T. M. The Law of Taxation. 4th edition. Chicago : Callag- 
han & Co., 1924. 



460 


Public Finance 


[Gh. 17 


Corpus Juris, VoL 61, pp. 76-167. 

Double Taxation, Preliminary Report of a Sub-Committee of the 
Committee on Ways and Means. Washington: U. S. Government 
Printing Office, 1933. 

Dykbtra, Gerald 0. and Dykstra, L. G Textbook on Government 
and Business. Chicago: Callaghan & Co., 1939 Chaps. 7 and 8. 

Dykstra, Gerald 0. and Dykstra, L. G Cases on Government and 
Business. Chicago: Callaghan & Co., 1948. 

Groves, Harold M. Financing Government Revised edition. New 
York: Henry Holt & Co., 1945. Chaps. 19 and 20. 

Harding, A. L. Double Taxation of Property and Income. Cambridge, 
Mass.: Harvard University Press, 1933. 

Joint Committee on Internal Revenue Taxation. The Taxing Power 
of Federal and State Governments Washington, D. C.: Govern- 
ment Printing Office, 1936 

Rottschaeper, H. Selected Cases on the Law of Taxation. Chicago: 
Callaghan & Co., 1930. 

Seligman, Edwin R. A. Double Taxation and International Fiscal 
Cooperation. New York: The Macmillan Co , 1928. Chap. II. 

Shultz, W. J. American Public Finance. 3d edition. New York: 
Prentice-Hall, Inc., 1942, Chaps, 8 and 9. 

Swisher, Carl Brent. American Constitutional Development. New 
York: Hough ton-Mifflin Co., 1943. 

Taxation of Government Bondholders and Employees. The Immunity 
Rule and the Sixteenth Amendment Washington, D. C,: Govern- 
ment Printing Office, 1938. 



CHAPTER 18 

SHIFTING AND INCIDENCE OF TAXATION 

Fortner chapters have presented the development of taxes and 
public debts, the operation and legal aspects of tax systems, the 
sources of income for various grades of government, and the 
purposes and economic effects of government spending. There 
still remain for discussion the specific effects of these operations 
upon the consumer, business, and general social life. Tliis and 
the next two chapters mil consider especially shifting and inci- 
dence, justice, and exemptions of taxes. 

The imposition of a tax is only the beginning of a long series of 
economic events and results which affect both consumers and 
industries, and which ultimately reach the operations of govern- 
ment itself. A tax is not merely a matter of an impost today, a 
collection tomorrow, and finally the spending of the acquired 
sums. The effects work their way into the whole economic and 
political organization and produce changes and effects which are 
. of profound importance to every person in society. These changes 
affect not only government income and outgo, but the broad 
national policy as well. They relate to standards of living, pro- 
ductivity of industries, individual wages and incomes, and, equally 
important, to policies in relation to what may be called economic 
progress of the society. 

This chapter is especially concerned with a study of the general 
economic and political principles of shifting, incidence, and 
diffusion of taxation. Since each form of public income has its 
own peculiar characteristics of shifting and incidence of its burden 
and effects, these matters will be deferred until the history and 
theory of each particular tax is considered. Here, only the general 
principles of shifting, incidence, and diffusion will be presented. 

General Considerations. Various types of taxes often reach 
the citizen directly; in many cases he has little or no opportunity 
of shifting the burden, at least immediately. Certain t 3 q)es of 
sales taxes on the consumer, as used by many states and, in some 
cases, by the federal government, illustrate this point. Today it 
would require something of a search to discover a person, however 
poor, who is not the payer of a tax, directly or indirectly. 
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Other types of levies are immediately or ultimately shifted 
from the original payer to other persons. If it were possible to 
follow the entire tax stream as it threads its way through the many 
hidden channels to the ultimate payer, the whole story of levy 
would not yet be told. This is true because each payment, whether 
direct or indirect, sets into operation other chains of events not 
immediately related to the tax categories, nor even contemplated 
by tax authorities, but which, nevertheless, are set to work by the 
operation of the tax. Reference is made to the general effects of 
taxation on the economic orgamzation, upon the capacities of 
industries for production, upon wages, incomes, employment and 
unemplojment, and upon opportunities of people to build up pro- 
tection in the form of savings bank accounts, life insurance policies, 
or in property of any description. These more remote effects are 
“pressures” or burdens of the tax generally diffused throughout 
the economy, as distinguished from the imposition and shifting 
of the levies. 

Definition of Terms . Shifting of a tax means thfe abilit y of 
the payer to transfer, its burden on^ sorne^pne else^^ usually 
through tEemechanism of the pricing process. There are various 
ways of changing prices one of which is through quality; hence, 
tax shifting might cause a change in quality instead of a change 
in actual price. This shifting usually can take place only where 
the payer has an economic advantage or a superiority of bargain- 
ing power over his consumer. The word “incidence,” as usually 
defined, means the final resting place of the tax. Some taxes are 
shifted; others are not, at least not immediately or specifically. 
In any event, whether the tax rests finally upon the person against 
whom it was levied in the first instance, or whether it moves to 
someone else, it ultimately reaches the end of a route beyond 
which its burden cannot be further shifted. This final terminus 
is the incidence of the tax where its impact is absorbed. 

Some authorities split the effect of the taxing process into 
several stages. First, there is the idea of “impact.” To use the 
words of one authority: “The impact of the tax is therefore the 
immediate result of the imposition of the tax on the person who 
pays it in the first instance. It corresponds to what is often, but 
erroneously, called the ‘original incidence,’ or the ‘primary inci- 
dence’ of the tax.”^ This authority continues: “There is but one 

‘E. R. ^ Seligman, The Shifting and Incidence of Taxation (New York: 
Columbia Umversity Press, 1921), p. 2. 
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kind of incidence, namely, the ultimate incidence, which emerges 
only when the tax finally settles, or comes to rest, on the person 
who bears it.”^ 

The first stage, therefore, m the movement or transfer of the 
tax burden is its impact. Then follows, m many cases, its shifting, 
and finally, its incidence. Finally there appear the “pressure” or 
general diffusion of the tax and the “escape” which lie somewhere 
after and beyond its incidence 

When a tax is shifted to consumers m the form of advances in 
price, the cost of the commodities affected may reach a level where 
people are led to abstain from a portion of, or all of their needs 
for the commodity, or to shift demand to substitutes. Thereby 
they may escape the tax in whole or in part, but they are put to 
the inconvenience of doing without or using less desirable goods. 
The merchant, because of loss of sales, may suffer a decline of his 
profits and may be forced to make shifts in his business to protect 
his position as a seller. In either case, “this is not a pressure of 
incidence because since he pays no tax, there is no incidence; it is 
the pressure of evasion. The burden of the tax may thus be felt 
by those who do not pay, as well as by those who do.”® 

What has been said thus far about shifting the impact of a 
tax relates to transferring its burden forward in succession by way 
of increase of pnce or change in quality from one payer to the next. 
But shifting may also take place in the opposite direction, as from 
retailer back to wholesaler or from wholesaler to manufacturer by 
way of reduced pnces As, for example, suppose a 10 per cent ad 
valorem or specific tax is put on the wholesaler. He might shift 
it forward to his retailers by way of higher prices, or backward to 
his supplier by way of lower prices or, in both directions, depend- 
ing upon the economic circumstances and relative advantages in 
each case. Thus a tax may be shifted either forward or backward, 
or in both directions, or its amount may be shifted entirely, in 
part, or perhaps by something more than the tax, or not at all; 
which means that the shifting of a tax burden often becomes a 
very complicated economic process. 

Another theory of tax shifting supported by many economists 
is the diffusion theory by which is meant that a tax when imposed 
does not shift itself according to definite channels or directions 
but spreads its effects more or less unevenly and throughout the 

p. 12. 

m%d 
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entire economic system among cognate industries and commodi- 
ties. This theory is an institutional approach to tax shifting, and 
is an admission that all taxes of whatever kind and description are 
immediately or ultimately shifted. This theory supports the 
shifting of taxes on net income or on economic rent of land and 
other direct taxes. 

Again, these transfers of the tax can take place usually only 
when the payer has some kind of economic or bargaining advan- 
tage over his supplier or purchaser which explains, in part, the 
monopolist’s power over tax shifting. 

The concept “tax evasion” means something a little different 
from that of pressure and diffusion. It suggests that somehow a 
person has got around a Taw which was intended to apply to him. 
A distinction is usually made between legitimate and illegitimate 
evasion. The former term is used to cover such cases where con- 
sumers refrain in whole or in part from consumption of taxed 
articles or, perhaps, where some social purpose has been involved 
in the law, as with heavy taxes on some articles to discourage con- 
sumption. Since this is in accordance with the purpose of the law, 
no stigma is attached to the practice. A similar aim is often 
involved in heavy import duties designed to discourage consump- 
tion of foreign commodities in order to protect home industries 
Evasion, so-called legitimate, is the purpose of the law. 

Nowadays, “penalty” taxes are becoming a rather common 
occurrence, being imposed under the police power of the state. 
Their object is to accomplish some desirable social purpose, such 
as to improve the health and morals of the people. The lawmakers 
intend that such tax shall be evaded m whole or in part The tax 
on undistnbuted profits in the tax bill of 1936 was m this class. 
It was expected that the corporations would pay out their sur- 
pluses in dividends to avoid the tax All this signifies that the 
authonties are often inspired by other motives than obtaining 
revenue — those other motives being the achievement of some pur- 
pose which, in the eyes of the law, is more important than revenue. 

Difiiculties in framing tax laws sometimes open routes for 
escape of payment. Tax statutes cannot be drafted to cover a 
particular person; this would be class legislation and hence uncon- 
stitutional; but they can be made to apply to a particular class if 
based upon an economic distinction. Such laws are sometimes 
stated in more or less general terms; but peculiarities exist both 
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with persons and incomes which no law can cover. Moreover, in 
the United States, with forty-eight sovereignties plus the federal 
government, each enacting tax laws to meet its own local condi- 
tions, and sometimes to provide an escape from more severe 
authonties elsewhere, various doors are opened for tax evasion. 
It was once the practice, by no means at an end today, for new 
enterpnses to incorporate in “bargain counter” states where the 
incorporation taxes and other imposts were lower than in other 
jurisdictions. Some states keep income and inheritance taxes 
purposely low, or impose none at all, for the purpose of inviting 
migrations of capital to such localities, or to induce investments 
to remain within their borders. 

Other ways of escape are numerous: investment in tax exempt 
securities; family corporations which, hitherto, the law has put 
on a basis different from ordinary manufacturing and commercial 
enterprises; incorporation under foreign laws; and the moving 
of capital from taxridden or politically disturbed countries. These 
are only a few examples. Some of these devices are questionable; 
others are legitimate In some instances, the escaping person is 
outside the spirit of the law, but is entirely within the letter of the 
statutes; but they are all escapes of one kind or another from the 
burdens of taxation. 

Direct and Indirect Taxes. Direct taxes are those levied 
immediately on the persons who are to bear the burden, and are 
not shifted. Indirect taxes are those which are not so levied, and 
are shifted. In final analysis, the operation of taxes can most 
generally be pursued by tracing the shifting process to the point 
of incidence, or further, to the effects of diffusion. 

The terms direct and indirect have undergone many changes 
in meaning, interpretation, and usage in tax classification over 
the years and in various countries. It is not easy to trace the 
ongin of these terms, but in France the phrase assise d^rectement 
was in use for personal taxes as early as the sixteenth century. 
Adam Smith used the term direct tax, but in a less technical sense. 
During the American Revolution, and later, the term was used 
with the very specialized meaning of the poll tax. Prior to the 
income tax, the English used the term assessed taxes on land, 
windows, hearths, servants and other tangible forms of wealth. 

The origin of the term indirect tax is even more uncertain. 
It seems to be connected with a government levy on commodities 
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and not on persons. At present, the indirectness consists in the 
tax being levied indirectly on one group of people but collected 
from another group who subsequently recoup themselves from the 
first. This interpretation implies a theory of shifting, which means 
that the real tax payer is someone other than the one in immediate 
contact with the revenue collectors.'* 

It is worth remarking that in legal parlance the interpretation 
of the term, direct tax, has not always been the same. Full dis- 
cussion of this point is reserved for the section on the income tax, 
but it might be said here that, although the United States Supreme 
Court has sometimes wavered in its point of view, a direct tax, 
in the concept of the Justices, has meant capitation taxes and 
taxes on real estate. Several sections of the Constitution have a 
bearing on this question, as, for example, Article I, Section 2, 
“Representatives and direct Taxes shall be apportioned among 
the several States which may be included in this Union . . 
Article I, Section 8, “all Duties, Imposts, and Excises shall be 
uniform throughout the Umted States”; and Article I, Section 9, 
“No capitation, or other direct Tax shall be laid, unless in pro- 
portion to the Census or Enumeration hereinbefore directed to 
be taken.” 

Importance of Tax Incidence. For the citizen taxpayer, it 
is important to know how his welfare is affected by the tax 
measures enacted by his representatives. It cannot be repeated 
too often that the source of income of both people and of govern- 
ments depends upon the enterprise of citizens, and every person is 
concerned with the uses of that income. It is therefore imperative 
that both the lawmaker and the taxpayer shall have as complete 
knowledge of the direction and the extent of the shifting of a 
particulp tax and of its general economic repercussions as can 
be had; otherwise, a very unjust or inequitable tax may be im- 
posed inadvertently upon the person or thing least able to bear it 

It is by no means easy to follow the trail of a tax from impact 
through all its stages of shifting to the ultimate payer, and even 
more difficult to trace the effects of the various pressures and 
diffusion. In many instances, the best that can be done is to 
ascertain tendencies of more or less general nature. Complete 
statistical accuracy of tax shifting is unattainable because the 

‘Ursula K. Hicks, "The Terminology of Tax Analysis,” The Economic 
Journal, March, 1946, p. 38. 
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shifting often takes routes which are difficult, if not impossible, to 
follow. Then, too, the compounding of the tax, as it passes from 
one layer of producers to another, adds to the difficulties of calcu- 
lation. If, for example, the final consumer wishes to know how 
many cents in the price of a loaf of bread are due to the various 
taxes which have been laid on producers of raw materials, on pro- 
cessors, on merchants, and on service industries handling the 
commodity on its way to the market, he may find such facts very 
difficult, if not impossible, to ascertain. But the general tendencies 
are important, and in most cases they can be defined and followed 
with a good degree of certainty. 

Compromise in Tax Systems. Tax systems are often more or 
less of a compromise. Ethical pnndples are usually not the guid- 
ing motives. A tax, such as the import duty, may produce good 
and bad results at the same time. This condition is inherent in 
all tax policy. No tax measure is completely good; nor is it wholly 
evil. There are no painless taxes; some taxes are better or worse 
than others. 

Thus in tax matters, such questions arise as the advisability 
of exempting government bond issues from income taxes, of taxing 
capital gains and undistributed profits, and of imposing heavier 
levies on incomes in the higher brackets. The wordy battles that 
have been waged on these issues often fail to take into account 
the fact that these matters involve a choice between bundles of 
circumstances which contain a mingling of good and evil. The 
authorities try to choose the bundle of conditions which contains a 
preponderance of good with the minimum of evil. In practice, the 
application of the principles of taxation is indefinite and often con- 
flicting. In many instances, the ultimate results, whether good 
or bad, are not immediately discermble. The best tax system must 
be a compromise. It has been said that “existing tax systems are 
based on no principles, and can be understood only by reference 
to the historical circumstances under which they grew up.”^ Some 
authorities deny there is such a thing as a system of taxation but 
insist that it consists of a heterogeneity of government levies. 

Just a few illustrations of the confiict: Shall income from 
government bonds be taxed; capital gains be ignored; undistri- 
buted profits be exempted; personal incomes be taxed more 
heavily; incomes of government employees be taxed? 

*Henry Clay, Economics for the General Reader (New York: The Macmillan 
Company, 1919), p. 368. 
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Advocates can be found on the affirmative and on the negative 
sides of all these issues. Each may support his case by a list of 
arguments, ignoring or underestimating the arguments on the 
other side. The questions mentioned are all current issues. In all 
cases are involved conflicts not only of purposes and of ideals, 
but of estimates of results supposed to flow from the tax policy. 

To reveal the nature of this conflict more fully, one case may 
be taken, namely, levies on government securities for income tax 
purposes. It is commonly claimed that when the income from 
such securities is made taxable, the government is compelled to 
offer a higher rate of interest than would be necessary with tax 
exemption. What the government gains by the tax it loses in 
higher charges for lenders’ funds — a case of putting money in 
one pocket and taking it from the other. The case is probably a 
good deal more complicated than the statement indicates, but 
that there is conflict of ideas and even of purposes, is apparent. 

Then, too, sometimes what might be called ethical consider- 
ations become part of the conflict; not a few insist that it is 
unjust to permit those who hold certain types of government in- 
vestments to escape in whole, or in part, their share of the burden 
of government, while others must bear their full share. 

Unfortunately, in tax matters there are no norms which either 
lawmakers or general public will accept without serious modifica- 
tions. Expediency becomes the guide. This means to many 
authorities the productivity of government revenue without too 
great a diversion of funds from the normal spending of individuals 
or from savings which are usually destined for industrial purposes 
Much government spending is for consumption purposes; it reaches 
destinations which do not add to the productivity capacity of the 
country. 

Economic Forces and Taxes. The conflicts just mentioned are 
not matters that lie on the surface. They have a deep taproot in 
methods of human thought, and these are inspired by a variety 
of human motives. This leads to a study of the economic laws 
which bear on the tax questions. 

The term “force,” as used in the expression “economic forces,” 
is an analogy, possibly taken over from mechanics. Economic 
forces, so-called, lie within individuals. They are wishes, desires, 
volitions, judgments, and everything back of these conditions, 
which lead to human action. There may be the desire to buy or 
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sell, or to acquire wealth, or to use income, either for personal 
aggrandizement or for some charitable motive seemingly remote 
from any personal objective which might inspire the individual, 
except that of being charitable. There may be any one, or a com- 
bination, of dozens of motives. These motives arise within indi- 
viduals, and are often stimulated by conditions which they them- 
selves do not understand. But they lead to action. Where these 
actions affect the getting or spending of incomes and the produc- 
tion of goods and services they are economic, and thus are called 
economic forces. 

These forces are operative in all tax matters, as in every other 
economic condition of life. They are, of course, active in the shift- 
ing of the burden, and in the escape or evasion of a tax. Tax 
policies act upon the personal judgment of all those who are 
touched by the impost, and such measures direct the line of per- 
sonal action. The judgment of the individual may be right; it 
may be wrong. But it is his judgment and it leads him to such 
action as he thinks is proper under the circumstances. In tax 
matters, as in all other realms of economic action, these judgments 
direct the reactions. They lead over trails which are intended to 
deliver the individual to the highest possible wellbeing. It is well 
to bear this fact in mind, because many people think that both 
the immediate and ultimate effect of a tax is automatic, that all 
persons respond in the same manner. This is far from the case. 

Tax Shifting and Economic Laws. In this connection, direct 
taxes may be dismissed temporarily with the statement that, 
although direct taxes are not shifted, they are, nevertheless, a 
cause of pressure and escape. In short, the effect of the direct tax 
does not come to an end with pa3Tnent or avoidance. It is con- 
ceivable, for example, that gasoline taxes might become so high 
as to cause people to economize in the use of that source of power; 
or that the tax on dwellings might become so great as to discourage 
home ownership; or to cause the owner of a building to transfer at 
least part of his investment elsewhere by allowing the premises to 
fall into disrepair. 

These are matters which will come up for later discussion. The 
concern here is with indirect taxes and their economic effects. 
Where such levies are made on producers and distributors, they 
act as a cost of production, and, as such, are treated by them like 
any other cost as, for example, labor, raw material, obsolescence 
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and depreciation. Hence, the effect of such levies can be ascer- 
tained only by a study of the economic laws of value, for it should 
be remembered that shifting occurs in the market place where 
goods and services are bought and sold at a price. It is, therefore, 
a phenomenon connected with payment for a commodity or 
service or with its quality. The problem of shifting and incidence 
is to discover how a pajnment made by a person or company 
eventually reaches the pocket of someone else. 

With this in mind, economic laws may be summarized under 
the following conditions® and their effect on shifting and incidence 
and general diffusion: 

A. Conditions of pure competition 

1. Price maiang under constant cost 

2. Under increasing cost 

3. Under decreasing cost 

4. Under joint cost 

B. Conditions under absolute monopoly 

1. Pnce making under constant cost 

2. Under increasing cost 

3. Under decreasing cost 

4. Under joint cost 

C. Monopolistic competition 

Taxes on Constant Cost Industries. This condition of constant 
cost or constant return is not as prevalent today, at least in the 
United States, as it was some fifty years ago when more goods 
were made by hand. With the increasing mechanization of busi- 
ness, and with the development of intricate forms of business 
organization, most industrial enterprises now come in the category 
of decreasing umt cost or of increasing return. 

As currently expounded, constant cost applies to a t3rpe of 
production where a change m the volume of business has little 
or no effect on the unit cost; or, as the classical economists put it, 
to the production of commodities which are susceptible to indefi- 
nite multiplication without increase (or decrease) of unit cost. 
Thus, whether the total output is ten units, or a hundred, or a 
thousand, the unit cost of production is approximately the same, 
or so nearly the same as to make the difference negligible. 

“If the student is not familiar with the theory of constant, increasing, 
decreasing, joint and monopoly cost conditions, he should study Chapters 14 
and 15 in Garver and Hansen, Principles of Economics (Boston: Ginn and Co., 
1937), and Chapters 12, 13, 14, 16, 17, and 18 in Taussig, Prindplea of Eco- 
nomics (New York: The Macmillan Company, 1946). 
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A possible variant of this condition is found with the thousands 
of small shop men and merchants whose status as manufacturers 
or merchants is not much different from many others in the same 
field. If change takes place, it is more likely to be in the direction 
of contraction than of expansion. The volume of their business 
remains relatively constant, at least in normal times. Among the 
small business units there are no important differential gains 
They are on practically the same unit cost basis. The elements 
that enter their outlay are substantially the same, and the cost 
per item, barring regional differences, is the same. 

It follows from what has been said that given kinds of taxes 
affect all constant cost producers alike. Differences in productive 
conditions are conspicuous by their absence. There are no differ- 
ential gains in one group in this class as compared with other 
groups in the same class. There is nothing exceptional which may 
be made the object of the tax, that does not reach all members of 
the constant cost class Such producers must treat the tax as a 
cost of production, and consequently pass it on in its entirety to 
consumers as an addition to the price. This signifies that the tax 
is shifted in its entirety to the consumers of the product. 

As to the “pressure” or diffusion of the tax, it may happen that 
an advance in price will curtail the demand for the commodities 
thus affected. The producer could not escape, at least for any 
length of time, by absorbing the tax because that would diminish 
his capital, that is to say, reduce the amount of his physical stock 
in trade, and before long he would disappear as a producer or 
dealer. The shifting of a tax under such conditions seems to be a 
matter of necessity and not of choice through an advantage. 

Taxes on Increasing Cost Indnstries. Industries which fall 
m this class include practically all those engaged in extracting raw 
products from any source in nature. Farming, mining, lumbering, 
fishing are in this category. Now it happens that nature has not 
distributed its gifts with equal abundance. Even in the onginal 
state, soil is of all degrees of fertility; the thickness and quality of 
seams of coal vary from locality to locality; petroleum is found 
quite near the surface in some areas and at great depths in others, 
and the gas pressure and flow of oil vary; ores are not alike in 
quantity or character. 

This signifies that under the original conditions in which nature 
has stored the reserves, a given amount of labor and of capital is 
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more productive at one source than at another. The cost of pro- 
duction varies from enterprise to enterprise and from source to 
source. 

Then another common phenomenon presents itself: If the need 
for any of these commodities increases, more intensive develop- 
ment will be required, which will demand the use of more labor 
and capital. The eventual outcome will be a declining return on 
units of both these productive agents: That is to say, the law of 
decreasing returns begins to operate. Higher prices will be neces- 
sary to support the increased cost of the needed additional 
supplies. 

How do these industrial conditions affect the movement of a 
tax from impact to incidence? The outcome depends on the 
manner in which the tax is imposed and perhaps the slope of the 
cost curve. Possibly it is now clear from the exposition given that 
from producer to producer there are considerable differences in 
cost — differentials which competition cannot eliminate because 
they are due, in part at least, to inequalities of natural conditions. 
The high cost, marginal and sub-marginal producers get no sur- 
plus above expense of operation But grading down the line 
from marginal producers are surpluses of increasing magnitude. 

Thus a tax imposed in such manner as to reach marginal pro- 
ducers will be shifted. Enterprises in the high cost ranges cannot 
absorb the tax. They must either shift it or encounter loss, and 
the latter condition cannot continue for any length of time if they 
are to remain in business. 

On the other hand, if the tax is imposed on the excess incomes 
of those below the marginal group, it will remain on this group 
This is to say, being imposed upon net income, it will not be 
shifted. This is true whether the gain is in the form of economic 
rent, or of quasi-rent of superior increments in invested capital. 

In most cases the return on a natural agent — farming land, 
mineral properties, water power sites, and so on — of superior 
producing capacity is capitalized, in whole or in part, in the value 
of the natural agent. Hence, a levy on its value is a direct tax. 
On the other hand, a tax on land area, which affects all alike, is 
shifted. So also with levies on the products of forests, fields, and 
mines, and on processes of production. Such levies are spread over 
all producers, high and low cost as well. They act as a cost which 
enters the price. 
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Taxes On Decreasing Cost Industries. One of the unique 
features of industrial development during the last sixty or more 
years has been the growth in the size and mechanization of in- 
dustrial establishments. Among the reasons for the change are 
the many economies in the use of machinery and division of labor, 
in better forms of marketing and the employment of more efficient 
types of business organization. 

As the business grows in the direction of the optimum size, 
the unit cost declines, due chiefly to the tendency of certain over- 
head costs that remain statically fixed or constant. Under a 
system of pure competition, the rivalry among managers would 
force expansion to the best or optimum size, and prices would 
come to equilibrium at a point which would just cover the costs 
of production at such establishments. There would be no differ- 
ential gain — at least, not for any length of time. Under such 
conditions, a tax on decreasing cost enterprises would act as 
another element of cost which would be shifted on to consumers. 
It could not be absorbed because it would eventually destroy the 
capital with which the business operates. 

Granted that all managers in a given line could command the 
capital necessary for expansion; granted, also, that managerial 
ability was substantially the same among all competitors, market- 
ing rivalry would drive the price down to the point where low cost 
producers could just cover expenses and nothing more. In other 
words, the price would tend to cover the cost of production of the 
most efficient group A tax would affect them all alike. It would 
be shifted. 

However, whether a situation is examined at any period of 
growth, or as a continuing phenomenon, differences in cost do 
exist. Competition is a process; as such, the effects are worked 
out only in time. Meanwhile, conditions among rival producers 
are continually undergoing change. Thus the ideal condition of 
all low cost producers attaining the same level of cost is never 
reached. To the extent that differences exist, a tax designed to 
reach those differences will not be shifted. 

Joint Costs of Production. Another important feature of 
modem industry is the drive to diversify products; in other words, 
to broaden the base from which income may be derived. In the 
by-product industries, this is achieved through the si m ultaneous 
development of two or more commodities, one (or several) of 
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which represents the main purpose for which the business was 
oi^anized. The others are more or less incidental to the main 
purpose. Or, sometimes, by-products are produced from the waste 
of one department of a business, which becomes raw material for 
another. 

In the distillation of coal for gas making, coke and some other 
materials are by-products. Likewise cotton seed, the raw stuff 
for cotton seed oil and for meal and cake, is a necessary incident 
in the growing and ginning of cotton; cake and meal are by- 
products in the refining of the cotton seed oil. So also in the 
production of copper and silver, or lead and silver, in the case of 
argentiferous ores, silver is often a by-product 

The income of these companies is derived from the sale of all 
commodities that come within the jurisdiction of the management. 
In short, the income is obtained from the joint sales. The cus- 
tomary way of stating the economic law covering this case is to 
the effect that joint incomes must cover joint expenses of pro- 
duction. 

Presumably, joint product mdustnes, at least in manufacture, 
come under the law of decreasing unit cost. Where pure competi- 
tion prevails, the law operates for each and all the products 
Thus it makes no difference whether the company meets other 
companies in the open market with the same full line of products, 
or whether the competition is encountered by a dozen or more 
companies each competing with one or more of its groups of 
commodities. In any event, the tendency of pure competition 
would be to force the selling price of any and all products to a point 
which would cover the normal expenses of production. That is to 
say, the tax would be added to the selling pnce of the goods, and 
the shifting will operate the same way as in the ordinary case of 
decrease costs of production. 

In current policy, enterpnses usually employ at least a part 
of the excess profits for penetration into fields which present new 
opportunities; sometimes, as with industrial research, into areas 
which hitherto have not been exploited. A discussion of this 
question would lead into the realm of effects which lies beyond tax 
incidence. Suffice to say that it is possible to tax both monopoly 
net profits and monopoly goods. In the latter case the tax would 
be at least partially shifted. In the former, it would be borne by 
the enterprise. 



Ch. 18] 


Shifting and Incidence op Taxation 


476 


Taxes On Monopoly Industries. Taxes imposed on monopoly 
industries achieve important and different results. An industry 
in this class possesses enough control over the supply to keep the 
price above the competitive level. The mere concept of mono- 
poly is that of an organization which has been relieved of some 
of the pressure of competition. The monopolist cannot control 
the demand, at least only to a very limited extent, but he can 
adjust the supply within limits so as to have a noticeable effect on 
price. He will continue to adjust the supply until he receives the 
price, taking all conditions into consideration, which gives him 
the maximum net return. 

The outcome of a tax on monopoly depends upon the way the 
tax is handled, and the conditions under which it is levied, 
especially the slope of the demand curve. A tax on monopoly net 
profits remains on the enterprise. But matters are adjusted other- 
wise if the tax is laid on monopoly commodities. The monopolist 
might experiment with adding the tax to the price. But under 
certain conditions he would encounter a shrinkage of demand and 
an increase of unit costs, notably if the demand were elastic, which 
would limit his ability to shift the tax burden. The quest for 
maximum net profits under the new arrangements will lead him to 
bear part of the tax and to shift the remainder. The case might be 
different for articles of inelastic demand, particularly if the tax 
is relatively light. In this instance, the impost will be largely if 
not entirely shifted. As just suggested, the actual movement of 
the tax under monopoly conditions will be affected by conditions 
of increasing, constant, and decreasing costs. Each of these con- 
ditions will deter m ine the extent, if at all, the tax may be shifted 
by the monopolist, but usually the monopolist operates under 
decreasing cost increasing return basis. 

The effect of a tax on each imit of goods produced under con- 
ditions of monopoly may be illustrated by the schedule on page 47 6. 

As under pure competition, the cost of production of each unit 
under conditions of monopoly will decrease in some proportion 
with increase of supply. To dispose of larger quantities of his 
goods, the monopolist will have to decrease his price. If the 
monopolist takes full advantage of his position he will manipulate 
the supply he puts on the market until he discovers that price 
which will give him a maximum net return, taking into due con- 
sideration the changes in unit costs and selling prices with volume 
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EFFECT OF A TAX ON MONOPOLY PROFIT 


Number of 
units pro- 
duced 

Cost of pro- 
duction of 
each unit 

Selling 
price of 
each unit 

Monopoly 

Profit 

Profit with 
$1.00 tax 
on each unit 

26 

$7 00 

$20 00 

$ 325 00 

$300.00 

50 

6 75 

18 00 

562 50 

512.50 

75 

6 50 

16 50 

675 00 

600.00 

100 

6 35 

14 25 

790 00 

690.00 

125 

6.00 

14.00 

1,000 00 

875.00 

150 

5 65 

13.26 

1,141 50 

991 50 

175 

5 50 

12 10 

1,155 00 

980 00 

200 

4.25 

9.75 

1,100 00 

900 00 

225 

4.00 

7 50 

787 50 

562 50 

250 

3 75 

6 80 

762 50 

512 50 


production. In the above schedules, he will realize his maximum 
net monopoly profit of $1,155.00 when he offers 175 units at the 
price of $12.10. But with a tax of $1.00 on each unit, his maximum 
net profit then becomes $991.50, in which case he will offer for 
sale 150 units at a price of $13.26. Under such circumstances, he 
may decide to shift the entire or the principal part of the tax on 
to the consumer by way of increase in price. 


Monopolistic Competition. As the term suggests, monopolistic 
competition refers to that condition in the market which contains 
a mixture of the elements of competition and of monopoly in 
vaiying degrees. To explain the effect of taxation upon goods and 
services produced under conditions of monopolistic competition, 
it will be necessary to recapitulate a few principles of competition 
and monopoly already discussed and tax impact and shifting. 

Pure competition is said to exist when the number of sellers 
(or buyers) is so great that any one or any small group of them 
could affect the supply on the market so little as to cause no appre- 
ciable alteration in price. The market price under pure competi- 
tion will always tend to approximate unit cost of production. The 
effect of a tax imposed upon goods and services produced under 
pure competition has considerable variation. The effect and degree 
of shifting of the burden seems to be controlled to a very large 
extent by the relation of quantity and cost. In the case of produc- 
tion where the cost is constant regardless of the quantity, the tax 
IS shifted m its entirety by the producer onto the consumer, 
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otherwise the producer would drive himself out of business. In 
such instance, the shifting of the impact by the producer seems to 
be a matter of compulsion and defense, rather than the result of 
any economic advantage or superiority of bargaining power. In 
the case of increasing cost, i.e., where the unit cost increases as the 
quantity produced increases, the tax can be shifted only in part. 
The tax is divided between the producer and the consumer de- 
pending upon how rapidly the cost mounts with respect to volume 
of output. In the case of decreasing unit cost condition, the pro- 
ducer is able to shift the tax to a greater extent on to the consumer 
because of the advantage of lower costs as the volume increases. 
But the producer operates under limitations because if he shifts 
the tax and thereby increases the price, the output sold will be 
decreased and his unit cost will become greater; therefore, his 
degree of shifting has distinct limitation. 

The degree of shifting the tax under conditions of monopoly 
IS controlled to a very large extent by the effect of price on demand. 
The more inelastic the demand becomes, the greater is the 
power of the monopolist to shift the impost of a commodity tax. 
But, again, since he is operating under conditions of decreasing 
cost, his shifting is done under limitations. His sequence of limi- 
tations may be stated thus: shifting the tax means higher pnces, 
higher prices mean reduced consumption and production, and 
reduced production means higher unit costs. But he will always 
attempt to operate under a resulting pnce which will give him 
the maximum net return. 

The value theory as stated under conditions of monopolistic 
competition denies the existence of pure competition because of 
lack of complete knowledge in the market, and of absolute mono- 
poly because of the ever presence of substitution. It contends 
that the actual market is essentially a mixture of competition and 
monopoly at the same time in varying proportions. Two concerns 
may be in competition in the same market and yet one may have 
some advantage, however slight, over the other due to differentia- 
tion of product, good will, credit terms, advertising, ability of ad- 
ministration, and many other intangible factors. 

Since the market contains both the elements of competition 
and of monopoly a commodity tax imposed on its operation would 
have a composite effect according to the principles back of these 
conditions. This tsipe of production operates under laws of de- 
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creasing cost for both the competitive and monopolistic conditions. 
The impact of the tax may be expected to be shifted by the firm 
according to the advantages which the elements of competition 
and of monopoly may afford. 

Cases of Tax Shifting. Mention has already been made of the 
direction of tax shifting. A tax may be shifted forward by the 
payer on to his consumers, or backward on to his suppliers, or, 
perhaps, in both directions depending upon the economic condi- 
tions and the advantage and bargaining power of the payer. One 
of the best examples of a tax which was shifted both directions, 
often at the same time, is the old processing tax. It will be recalled, 
under the Agricultural Adjustment Act of 1933 the farmers were 
encouraged by agreement to reduce their output upon compensa- 
tion paid by the federal government. To supply these funds, a 
tax was placed upon the processors of these agricultural products. 
According to a study made by the Bureau of Agricultural Eco- 
nomics in 1937,^ not a single processor or distributor of these 
commodities hore any appreciable part of the tax; it was all 
shifted by them in some manner. It is the further opinion of this 
Bureau that when the demand was relatively inelastic the principal 
incidence of the tax was on consumers in higher prices; when 
elastic, it was shifted by the processors back to the farmers in 
lower pnces for their products. It only bears out the fact that the 
one occupsdng the strongest position or possessing the best ad- 
vantage of bargaining power, in this case the processors, will 
decide the conditions and directions of shifting. After this pro- 
cessing tax was declared unconstitutional, and it could not be 
returned by the processors to those upon whom the incidence 
finally rested, Congress provided for the Unjust Enrichment tax 
as a means of its recoupment. 

Another type of tax that may be shifted backward is the one 
that may be capitalized. This capitalization usually occurs in 
the buying and selling of property, and may affect either per- 
sonalty or realty. Since tax shifting in regard to realty will be 
discussed in the next topic, personalty will be considered here. 

Suppose A owns a $1,000 callable government bond at 5 per 
cent which yields him an annual income of $50 tax free. It is 
called, reissued at 5 per cent, but made taxable annually in the 

'TBureau of Agricultural Economics, An Analysis of the Effect of the Pro- 
cessing Taxes Levied under the Agricultural Adjustment Act, WasMngton, 1937, 
pp. 4-7. 
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future at 1 per cent, or $10, of its face value. This is tantamount 
to a reduction of the income to the bond holder by the amount 
of the annual tax. Should he sell it after the tax has been imposed 
the purchaser will insist on capitalizing the tax of $10 at 5 per 
cent, or $200, and take this amount into consideration in determin- 
ing the purchase price he will pay for the bond. 

A tax on net income is not shiftable, at least not immediately, 
unless the diffusion theory is accepted, because all costs of pro- 
duction have already been deducted, and the market price has 
been determined and fixed according to gross costs. To determine 
the best or optimum quantity to produce, it is necessary to know 
the relation between gross income and gross costs and their var- 
iance with different volumes of output; and these have already 
been determined and fixed before net income is known; hence, a 
tax on net income is not immediately shiftable in higher prices or 
by deterioration of quality of the product on to the consumer. 

Another tax that is not shiftable is one that is placed on the 
net income or economic rent of land. This general situation can 
best be shown by the diagram at the right. 

This diagram represents the Ricardian 
theory of rent. In this case, three pieces 
of land. A, B, and C, are considered, 
with C as the marginal no-rent piece 
whose product just covers costs. The 
economic rent on A is (X -1- Y) and on 
B is Z, and the total rent is (X -1- Y) 

+ Z. It is obvious that a tax on C 
would drive it out of use, either by a 
tenant or by a landlord, because the ABC 
output could not cover the additional expense of the tax. There- 
fore, a tax on marginal land will tend to drive it out of use; on the 
other hand, a reduction or removal of a tax on land will tend to 
bring into cultivation submarginal land. But a tax on either A or 
B could not be shifted onto operation, but could only be ab- 
sorbed out of the economic rent; hence, in case of absentee land- 
lordism, the owner could not shift it on to his tenants, but would 
have to assume it out of his net economic rent. 

A matter which is often confusing is a backward shifting of a 
tax through the process of capitalization when the land is sold. 

Suppose, in the case of piece B, the economic rent as repre- 
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sented by Z is $1,000. At a rate of 5 per cent, the sales price of B 
would be $1,000 -r- .05 = $20,000. Now suppose an annual $300 
tax were imposed on B land. The new purchaser would capitalize 
the tax and deduct this amount from the original value of the land 
to arrive at its present value. The calculations would be $300 — 
.05 = $6,000; $20,000 — $6,000 = $14,000 the current purchase 
price. 

Import Duties. At one time in the history of the United 
States it was argued in Congress that a tax on imports not only 
yielded a large revenue, but that it forced foreigners to contribute 
to the support of the federal government. While there is a measure 
of truth in the statement, it should be taken with qualifications. 
If the goods belong to that class where the demand is elastic, an 
elevation of the domestic pnce, because of an attempt to shift the 
duty, will cause a curtailment of demand. If the goods are pro- 
duced under a system of decreasing cost this shrinkage in demand 
will cause an increase in the unit cost. Foreign producers will be 
compelled to readjust both production and price to new conditions. 
The most likely outcome will be a partial shift of some of the tax 
and a retention of the balance. The conditions will also be modi- 
fied where the demand is inelastic. In this instance, if the impost 
is moderate, most of the tax will be shifted. 

Import duties are levied not only for revenue, but for protec- 
tion The thought behind the latter objective is that, temporanly 
at least, (under the infant industry argument) the domestic pro- 
ducer labors under initial handicaps which cannot be overcome as 
long as he must encounter foreign competition. He envisions the 
time when, with his business completely organized, and markets 
developed, he can hold his own as a competitor. In cases where 
this becomes the routine of operation, the domestic supply, in 
time, replaces the foreign supply at prices no greater, sometimes 
less, than formerly charged for foreign goods. As a final outcome, 
prices are determined by competition, only the rivalry is more 
largely among domestic producers who have developed their enter- 
prises, than among foreign and domestic producers. That is to 
say, the effect of the import tax has largely disappeared. 

Proportion of Taxes Shifted. Until shortly after 1900 the 
greater portion of the income of the federal government was 
obtained from shiftable indirect taxes. Import duties and taxes 
on malt, spiritous, and vinous liquors were the chief sources. Of 
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the total receipts in the five years ending 1895, amounting to 
$352,000,000 (as an annual average), customs duties contributed 
$176,000,000, malt and spintous liquors $127,000,000, and tobacco 
$30,000,000. With the great growth of governmental costs, 
notably at the beginning of World War I, other sources were used 
to make large contributions to the Treasury. The larger of these 
sources were direct taxes, of which the personal income tax is an 
example. 

During the heanngs on the Tax Bill of 1936, agents of the 
Treasury Department testified that upwards of 63 per cent of all 
taxes paid to the federal government were indirect. In fact, one 
of the avowed purposes of the new law was to increase the propor- 
tion of direct as compared with indirect levies. 

In theory, at least, a good case could be made for the objective 
which the agents of government had in mind. But the plan in 
practice encounters serious difficulties, one of which is the irregu- 
larity and uncertainty of income derived from some of the direct 
sources. For example, income and profit taxes, which contributed 
$2,331,000,000 in 1929 — a reasonably good year — brought in only 
$746,700,000 in 1933, a year of depression. Reliance on such 
sources for large amounts of income puts a government to grave 
inconveniences m periods of hard times and makes necessary resort 
to borrowing to fill the gap between income and outgo. And bor- 
rowing, if not kept in hand, may have serious results on the 
economic structure of the country. 

The states depend largely on real and personal property taxes 
as a means of support. The levy on personal property is a direct 
tax; with few exceptions this is the ease with real property, whether 
used for private or commercial purposes. 

It cannot be claimed that real property is a certain source of 
government income. This was learned from experience during the 
disastrous years from 1929 to 1934. Land surface, buildings, and 
equipment remained practically unchanged during this period, 
but the incomes of both people and industries declined. With 
respect to home owners, delinquencies increased to appalling 
numbers dunng the depression years 

General Effects of Tax Diffusion. Shifting relates only to 
indirect taxes, the burdens of which may be transferred. A direct 
tax is an impost upon the payer, who cannot pass it on to someone 
else. But by diffusion any tax, whether direct or indirect, some- 



482 


Public Finance 


[Ch. 18 


times called tax pressure, may have effects beyond its immediate 
levy; therefore, the question: What happens beyond the tax? 

The ultimate sources from which taxes are paid are the pro- 
ductivity of industries and people. The pressure is, therefore, upon 
them, and it becomes necessary to make readjustment to meet 
the new conditions. The immediate sources of government income 
may be (omitting borrowing, which only postpones tax collections) : 
(1) wages and salaries; (2) profits of business or transactions; 
(3) the capital of business 

The effect of a tax on the first class presents no serious prob- 
lems. What the state takes from wage or salary earners cannot 
be spent by them. A person in this group may have an annual 
income of $3,000. Under a scheme of budgeting, such a person 
would distribute that sum according to his estimate of the import- 
ance to him among the various items which enter into his annual 
spending — ^food, clothing, rent, entertainment, education, care of 
health, upkeep and repairs of a home 

If the known taxes are $200 a year, he will include this sum 
as a budget item. Suppose the known tax becomes $300 a year. 
This amount must go into the budget. If it is not’ possible to 
increase his income by the added $100, he must reapportion his 
spending program, because taxes become a first lien on the 
property of the individual. 

Under certain conditions, he might obtain an increase m in- 
come by some kind of additional employment. Or, if he belongs to 
a strongly organized group, he may seek from employers additions 
to wages. Nowadays, labor groups study indices of standards of 
living and are apt to base their claims for advances upon the rise 
of the price index, however caused. In that event, pressure is 
placed upon employers for additional payments. Here is a case 
where an income tax may be shifted, although it is commonly said 
that an income tax is a direct tax and not shifted. 

To return to the reapportionment of items in the personal 
budget: if an increase in the individual’s income is not possible, 
deductions must be made from one or several items in the calcu- 
lation. Each person will use his own judgment as to where the 
cut must be made. So far as the change affects commodities the 
demand for such goods will decline. When this condition is spread 
over many millions of consumers it is evident that manufacturing 
and merchandising industries are face to face with a serious prob- 
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lem of readjustment. The magnitude of the problem is affected 
by the rapidity with which a change in the tax rate takes place. 

To be sure, what the government takes from citizens is spent, 
but usually not for the same class of goods, nor by the same 
persons, as when the funds are left with the original earners. Large 
divisions of government spending are involved in the maintenance 
of government establishments, in the construction of equipment 
of army and navy war machinery, in improvement of nvers and 
harbors, and today in the construction of light and power facilities, 
to name only a few large divisions of public expenditures. 

In addition, funds are spent in different areas from those in 
which they were earned. Much of the tax yield obtained from such 
rich states as New York, Massachusetts, Pennsylvania, Ohio, and 
Illinois, is not spent in those states to provide food and shelter 
for the people of those areas, but is diffused elsewhere, perhaps up 
and down the Mississippi River system for improvements, or in 
the Tennessee Valley, or along the Columbia River, for construc- 
tion of great power projects. 

Some business lost by merchants and manufacturers of one 
area may be gained in part by sellers in another. But numerous 
economic readjustments must take place as a result of a new tax 
before an equilibrium is established. This may involve a decline 
of employment in one area and a rise in another. It may require 
a migration of laborers and capital from one place to another until 
a new balance is established. 

The individual whose tax payments are increased, if he is not 
able to enhance his income by the amount of the levy, may over- 
come some of his difficulties by bujdng cheaper goods and services 
of the same kind, but of poorer quality; he may spend less for 
shelter, for maintenance of the physical condition of the home, 
and so on. This outcome is tantamount to a lowering of the 
standard of living because of increase of tax payments. 

Another possible result of the tax diffusion is even less desir- 
able. Provisions for future security may be impaired. When hard 
pressed to make both ends meet, most people abandon, or curtail 
provisions for later welfare. It is customarily said in economics 
that present wants are more urgent than future wants. The future 
is more or less distant, and some people are inclined to take their 
chances with its offerings rather than slight the present where 
wants are visible arid tangible. Hence, more rapid advances in 



484 


Public Finance 


[Ch. 18 


tax rates than in individual incomes may make serious inroads on 
a person’s provisions for subsequent or future needs. That means 
less saving, or none at all; smaller sums invested in life insurance, 
or none at all; inability to acquire a home, under whatever plan; 
denial of provisions for the future. These results are most apparent 
with marginal savers — that group which may be bent toward, or 
away from, thrift according to the amount of free income which 
they enjoy. 

A tax which does not rise too rapidly may supply the incentive 
for additional effort by some people, whether physical or mental. 
Some people will strive to hold the financial and social position 
into which they have grown, and if no other avenue is open, they 
will put additional energy into their labor In this manner, a 
gradual increase in tax burden may bring some social benefit, 
since it causes an improvement in the quality, and perhaps the 
quantity of work of its citizens. Others may be pushed to lower 
grades of existence, or standards of living. 

Tax Pressure On Business Enterprises. The great differences 
of opinion which arise in reasoning about tax diffusion are due, not 
so much to doubts about how a tax will work under given condi- 
tions, as to a question whether the conditions exist according to 
the assumptions. 

In the early part of this chapter attention was called to the 
fact that a tax, or given taxes, imposed on business enterprises 
may be borne entirely by this group, or be partly or wholly shifted. 
If the levies are completely shifted, the immediate adjustments 
must be made by final consumers, who will take these matters 
into account in constructing their budgets. But ultimately the 
effect of curtailed or changed consumption passes the problem 
back to merchants and manufacturers, who, in time, discover a 
change in the character of demand for their products. 

Producers try to escape the strain of taxes. The results may be 
good for the consuming public, or they may be bad. If the new 
burden on producers caused by the imposition of higher or new 
kinds of taxes is not too abrupt, they will probably try to avoid 
or mitigate the levies by discovering more efficient methods for 
the conduct of the business. In such case the escape is through 
changes of management. 

There is nothdng new in this line of escape. It seems to be 
current policy to avoid advancing labor costs, or to meet competi- 



Ch. 18] 


Shifting and Incidence op Taxation 


485 


tion of rivals by improving mechanical methods and by better 
systems of organization. In fact, the drive for greater efRciency 
is often made, not because a business is under pressure, but be- 
cause this is the route to larger net income. Tax pressure supplies 
a new reason for improvement in management and techniques of 
production. 

But, as with individuals, it is not to be assumed that tax pres- 
sures can be overcome by all businesses, nor in the same degree 
by those who do escape. Businessmen are of all kinds and descrip- 
tions. Some are endowed with a high degree of business ability; 
others are not. Some can command necessary capital to effect 
changes in their business. Some businesses are large and some 
are small, and this condition makes a great difference in avoiding 
tax pressure. 

Consequently, the diffusion of a tax which produces beneficial 
results for some may ruin others The latter will be the fate of all 
those who cannot make adjustments m their businesses to new 
conditions. The tax will be paid from capital until this agent is 
diminished to the extent that the business can no longer operate 
Thus the pressure of a tax which cannot be shifted may produce 
two opposite effects, namely, the extinguishment of those who can- 
not survive the capital levy under the new conditions, and escape 
by others who can reduce costs at least to the extent of the tax. 

Effect On Profits. Some forms of taxes are aimed directly 
at profits. In such cases, the purpose of public authority is to 
impose levies in such a manner that they cannot be shifted. Cor- 
porations are now subject to federal income taxes; many states 
also use this device. The chief concern here is not with the shifting, 
but with escape. The real question with respect to corporation 
income taxes and with excess profit taxes, where these exist, is 
their effect on capital accumulation, on investment, on the 
security of all those who work for a corporation, and on in- 
dustnal progress. 

With this in mind, what is the effect of taxes on profits? It 
has been the practice among American corporations to pay part 
of their net income to stockholders m the form of dividends, and 
to retain a part for further development of the enterprise. Un- 
doubtedly, a portion of the income that goes to stockholders, 
notably the relatively small investors, is used for living expenses, 
with possibly a small amount for saving. That part which is spent 
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adds to the demand for consumers’ goods. The other portion is 
destined for the savings account, which means that it is reinvested 
by some type of institution either in government obligations or in 
some kind of productive investment. That part of the net earn- 
ings retained by the corporation either is kept in the form of 
liquid capital or is reinvested to increase facilities for further 
production. 

A tax on profits diminishes the flow of money into both divi- 
dends and reinvestment. A moderate tax on corporate incomes 
will have no serious effect, although it does diminish the amount 
that would go to the other types of users. It diminishes the flow 
of purchasing power into the market place for consumers’ goods 
and retards the accummulation of funds for further business ex- 
pansion. In either case, the effects may fall upon merchants and 
manufacturers. The higher the tax the more pronounced the 
effects become. The pressure works upon the corporation, upon its 
present and prospective investors, upon its employees, and, eventu- 
ally, upon the security and progress of the social organization. 

All business involves nsk. The common reasoning is that the 
investor will not undertake this hazard unless there is a promise 
of a reasonable return on his capital. A portion of the risk arises 
from the uncertainty of the immediate effects of the tax; another 
portion is involved with doubts about the effect of the tax on the 
future integrity of the business. A common cause of business 
failure is inability to maintain a liquid condition. However much 
the tax reduces this power of the business, to that extent it dis- 
courages the investment of more capital and brings a corporation 
nearer to the time when it must face its creditors. Thus, one effect 
of pressure is to retard the investment of new capital. 

Effect on Business Expansion. There are two results which 
may follow the imposition of taxes on business. First, the tax 
may impair the present financial position of the enterpnse. 
Second, it may discourage business expansion. Sums that are 
taken from an enterprise cannot be used by the business for its 
own purposes. There might be a question as to which is the better 
use of the income of a corporation — whether for the vaned govern- 
ment purposes or for the development of enterprises. 

The answer is partly involved in what a government does with 
its income. A large portion of government receipts are spent for 
non-productive activities. Such expenditures are in the nature of 



Ch. 18] 


Shifting and Incidence op Taxation 


487 


final consumption where funds once spent have no further effect 
on business development. Consequently, they do not add to 
productive equipment, do not expand the opportunities for work, 
do not improve the opportunities for better types of employment. 

The investment of surplus earnings starts a long chain of 
desirable events, such as greater demands for raw stuffs and 
services of all kinds, and, eventually, for more employees to set 
the wheels of industry in active rotation. In short, business ex- 
penditures tend to contribute substantially to the economic organi- 
zation something that lays a foundation for future growth. To 
the extent that taxes thwart that development, they deduct from 
the ultimate good of both consumers and employees. And these 
results are cumulative in either direction. 

Effect on Stability of Business and Employment. The trouble- 
some period m the taxation process falls during the time of all 
the readjustments. A given tax does not affect all businesses 
alike, even in the same field. A change m the rate or scope of the 
tax system will generate pressures which no legislative body can 
foresee. During the period of readjustment some businesses will 
be eliminated; some will move on with declining profits, or per- 
haps none at all; still others will come through without serious 
loss of net earnings or of working capital. The pressures will be 
relieved when a new equilibrium has been established, but the 
component industries m the economic organization will then pre- 
sent a very different picture from what they presented before 
readjustments took place. The more sudden and drastic the 
change in the tax system, the greater the pressures This applies 
as well to large organizations as to small ones. 

Every business is in need of working capital. The impairment 
of this element in a business is tantamount to the impairment of 
the business itself. Liquid funds must be on hand to meet changing 
price levels, to cover changing inventory reqmrements, to meet 
changing wage bills, among other items which require payment in 
a reasonably short time. Again, conditions differ from enterpnse 
to enterprise Hence, judgment as to the amount of working 
capital must be left largely in the hands of those who direct the 
affair. But it can be said wdth certainty that a business that fails 
to keep a certain part of its assets liquid is courting danger. A tax 
system which puts a business in this position of illiquidity increases 
the hazards of all enterprises. 
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This signifies that changing tax systems or tax levels intro- 
duce an added element of risk into the conduct of business. This 
IS not a matter of concern to consumers unless, when the new 
equilibrium has been established, prices of commodities and 
services have been forced to higher levels than under the old 
arrangement 

Both employers and employees have something at stake. Con- 
sider an advancing levy on profits, or on undistnbuted profits as 
in the Federal Tax Bill of 1936, or any other impost which remains 
on the business. What a government takes cannot be used for 
the purchase of raw materials, for carrying stocks of goods, for 
the purchase of new machinery and the repair of old equipment; 
nor can it be employed in the payment of wages. Moreover, the 
sums paid in taxes cannot be used as a buffer against unforeseen 
events which attend the ups and downs of business. Such sums 
are removed altogether from the uses of the businesses from which 
they were taken. 

Effect on Migrations of Capital. The pressure of taxes may 
move in still other directions than those just discussed. Two cases 
will illustrate; (1) the movement of capital from one area to 
another to escape tax pressure; (2) migration out of productive 
mdustnes into some form of possession that either escapes the 
tax entirely because the possession may be concealed m whole or 
in part, or into types of securities that largely escape governmental 
imposts, as with so-called tax-exempt securities. 

Where taxes are an appreciable part of the cost, one means of 
escape is for industry to move to areas where the load is smaller. 
Although other reasons are sometimes involved, the movement of 
mdustnes from urban to rural areas under a promise of exemption 
from taxes is an illustration of this point. Differentials in rates of 
property taxes, and in rates of assessments, among the various 
states sometimes have the same effect. 

The second type of migration is of greater importance because 
of the vaster magmtude of the amounts involved. Although some 
government borrowing is for productive purposes, by far the 
greater amount of borrowed sums is spent for purposes which make 
no permanent contribution to the maintenance or expansion of 
industries. When the borrowed sums are spent, their effect, so 
far as industry is concerned, has come to an end. This is not to 
say that most expenditures of a government are unnecessary or 
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undesirable. If a legislature were conscious of the process, it would 
realize that in reality, by borrowing funds for government ex- 
penditures, it is making a choice between two major fiscal policies, 
each of which contains advantages and disadvantages. If, for 
example, the funds were used for business purposes, the advantage 
would be further expansion of business with a prospect of increase 
of employment at more permanent jobs, and possibly the produc- 
tion of more and cheaper commodities. But one disadvantage 
would be the denial to the community of the benefits that are 
expected to flow from government spending. The purposes are in 
conflict, and such conflicts cannot be reconciled. The best a 
government can do is to weigh the prospects of the two divergent 
lines of policy, and to make the choice which, in the judgment of 
the legislators, will produce the greatest permanent social and 
economic good. 

Summary. So far as the ultimate location of the incidence is 
concerned, direct taxes present no problem. By definition such 
taxes rest upon the persons who pay them in the first instance. 
They leave no trail of shifts as do indirect taxes which must be 
traced from step to step as they proceed toward final lodgement. 

Items which are now objects of direct tax are legion, but it is 
possible to reduce them to a relatively small number of classes. 
All the chattels in the home are in the direct-tax group. Personal 
income taxes — federal and in most cases state — are also direct. 
Practically all taxes levied at the point where goods and services 
pass into the hands of final consumers, as will mill taxes, imposts 
on safe deposit boxes, and club memberships are direct and may 
not be shifted 

The shifting and incidence of a tax may sometimes be traced 
with a good degree of exactness, thus making it possible to do 
greater justice among the taxpayers. In fact, it may be so def- 
initely known that the tax is levied with this purpose in mind. 
But when a tax has been imposed, there is a whole chain or series 
of events lying beyond its shifting and incidence, which is called 
its pressure. If the tax cannot be shifted on to others in higher 
pnces at once, it will nevertheless be regarded by the payer as 
one of his costs of production and cause him to make such adjust- 
ments in his affairs as ultimately to mitigate or to avoid entirely 
its impact. This applies especially to those taxes that cannot, or 
can only in part, be shifted immediately. Pressure, therefore, . 
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refers to those many and vaned economic readjustments which the 
consumers or producers or both may make because of a tax levy. 
The pressure effects of a tax are very subtle, but nevertheless 
very real. 

In a few cases, a tax pressmre may be easily illustrated and even 
identified. Suppose a tax is imposed upon an apartment building 
or upon wages of labor. In either case, the owner of the apartment 
may not be able to shift it on to renters in the form of higher rents, 
or the laborer on to his employer in the form of increased wages. 
But, over a long period of time, the apartment owner can allow 
the building to fall into disrepair and thus gradually transfer his 
investment to other more lucrative forms, and the wage earner 
can enter other vocations. In such cases, the pressure of the tax 
distributes itself through the readjustment of capital and labor 
with various economic consequences. 

Again, suppose a tax is imposed upon the net profits of an in- 
dividual or a corporation, or upon the economic rent of land. In 
such cases, the tax cannot be shifted on to others because all the 
expenses of operation have already been deducted But the profit 
and rent takers can decide to abandon their enterpnses and to 
enter other fields which are not so heavily burdened. 

A general sales tax upon the retailer will be transferred to the 
consumer, who, in turn, in order to maintain his usual standard 
of living, will attempt to cover the burden by asking for an increase 
in his income in wages, interest, rents and profits. 

Thus a tax may alter the entire economy of a country through 
its effect upon the production, consumption and distribution pro- 
cesses. A tax upon a particular commodity or service will not 
necessarily affect the general level of prices, because any increase 
in price in one line may leave less purchasing power for another. 
This is especially true of necessities. 

TEXT QUESTIONS 

1. Define and distinguish Impact, Shifting, Incidence and Pressure 
of a tax 

2. What is the diffusion theory of tax shifting? What evidence can 
you give to support this theory? 

3. What is meant by tax escape? Give several methods by which 
the taxpayer may escape payment. 

4. Distinguish direct and indirect taxes. What does the Constitution 
say about direct and indirect taxes? 
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5. Why is it important to know the route of shifting of a particular 
tax? 

6. Explain shifting of a tax when imposed on an article produced 
under conditions of constant cost. 

7. What is the shifting effect of a tax when imposed on an article 
produced under conditions of increasing cost? 

8. To what extent may a tax be shifted when imposed on an 
article produced under conditions of increasing cost? 

9. What is the power of the monopolist to shift his taxes? 

10. Why are taxes imposed on net income and economic rent of land 
not shiftable? 

11. What effect may a tax have on the stability and expansion of 
business enterprise? 

12. What effect may a tax have on capital migration? On invest- 
ment of risk capital? 

13. What are some of the economic effects of a tax on profits? 

14. Can import duties be so levied as finally to fall upon the foreigner‘s 

15 What was the purpose of the unjust enrichment tax imposed by 

Congress‘s 

16. How may taxes be shifted other than through price? 

17. Distinguish tax shifting backward and forward m terms of 
equity of burden. 

18. Why does tax shifting depend upon advantage? Advantage of 
whom and what kind of advantage‘s 

19. Should tax shifting be left free to act under economic laws, or 
should it be subjected to government control? 

APPLICATION PROBLEMS 

1 Suppose the legislature of your state proposes to levy a two per 
cent ad valorem tax on the sale by a manufacturer of a particular 
commodity. As a tax expert, you are employed to advise this body 
in regard to the economic effects of such tax. Outline in detail the 
procedure you would follow. Would you consider unit costs of 
production, tendency to cause capital movements, and the con- 
ditions of competition or monopoly under which the commodity 
is manufactured? 

2. Suppose the Finance Committee of the United States Senate was 
considering increasing the import duty on shoes brought into this 
country from Europe. You are employed to represent a trade 
association of shoe manufacturers before this body. Analyze such 
proposal and present its economic implications 

RESEARCH TOPICS 

1. Make a case study of as many cases as you can in your community 
of the effects of federal and state taxation on the establishment 
and the development of enterprises. To what extent does the 
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entrepreneur take into consideration the existing tax system to 
which he may be subjected in the organization of a new firm, or 
the expansion of an old enterprise‘s 
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CHAPTER 19 

JUSTICE IN TAXATION 

Justice in taxation cannot be separated from the concepts 
of shifting, incidence, diffusion and escape. The reason is that 
justice for practical purposes, as contrasted with justice in the 
abstract, is intimately related to the operation of the fiscal ma- 
chinery of government, and this must operate within the frame- 
work of economic laws. This statement is not meant to discourage 
the setting up of ideals of taxation, however abstract, but merely 
to suggest that in a complicated society influenced by many cross 
currents of aims and ambitions, the complexity of government 
finance must be taken into account. In tax matters, public author- 
ity must study impediments to the attainment of their goal, and 
these impediments are found mainly in the resistances set up in 
individuals — conditions that can be systematized into economic 
laws. Incidence, diffusion and escape will operate under any tax 
system, however ideally perfect it may be. Thus, the goal of 
practical justice in taxation must take into account not only the 
workability of the laws but the pressures they create, and the 
final social results of the diffusion of tax burdens. 

Concepts of Justice. It is impossible to define this term m 
wdrds that will satisfy all thinkers on justice in taxation. In fact, 
many authorities on taxation avoid the use of the term entirely. 
Treatment of this subject runs the whole gamut from (1) discus- 
sion of justice of particular methods of taxation, such as propor- 
tional and progressive taxes, of levies according to benefits on the 
one hand, or ability to pay, on the other; to (2) enlargement of the 
concept to include social justice wherein the discussion runs to 
certain matters of social reform; and, finally, to (3) the inquiry as 
to whether tax measures actually achieve the purpose for which 
they were designed. 

As a matter of fact, it would not be difficult to find authorities 
who conceive justice in taxation merely as a form of practical ex- 
pediency. Ethical considerations have little or no weight with this 
group. The just thing is the expedient or practical thing of financ- 
ing the state, according to this line of approach. The state needs 
revenue; it must be obtained from the most productive sources, 
sometimes taxes do, in fact, rest more heavily upon the poor than 
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on the rich; but that is inevitable in any system of taxation when 
the needs of the state are great; possibly, also, the state should 
consider, in part at least, forms of taxation which can be paid by 
the taxpayer with as little inconvenience as possible, or which in 
the long run produce the least disturbance in industrial and social 
relations. 

Further, the argument usually runs in the following strain: 
Justice in taxation does not require rigid equality or narrow uni- 
formity of treatment. Institutions that are socially harmful may be 
subject to peculiarly drastic taxation; that is to say, justice in 
taxation may take into account sumptuary considerations. Old taxes, 
which would not be used if they were not already entrenched 
in the fiscal and social systems, are permitted to endure; jus- 
tice takes cognizance of the fact, other things being equal, an old tax 
is a good tax by the very reason of its age. Indirect taxes which 
often weigh more heavily upon the poor than on the rich show no 
sign of disappearing; that is to say, justice gives due weight to the 
productivity of the tax,' its cheapness of collection, and convenience of 
payment, and balances these considerations against factors which are 
accustomed to be regarded as more fundamentally ethical. 

These propositions with respect to justice are broad enough 
to cover practically any kind of levy. If one follows this system of 
reasoning, no effort will be made to test each tax on its ethical 
merit but will ask only the question, “Does it perform an adequate 
fiscal purpose?” 

Adam Smith, writing more than a hundred and fifty years ago, 
placed great emphasis on justice of taxation in his maxims or 
“canons.” He held that a tax should be levied according to ability 
of the individual to pay; that it should not be arbitrary; that it 
should be certain in amount and convenient; and that it should be 
as economical as possible 

He then enumerated four ways in which this fourth maxim of 
economy may be violated. First, collection may require a rather 
elaborate organization with officials whose salaries “eat up the 
greater part of the produce of the tax,” or whose perquisites may 
impose an additional burden upon the people. Second, the tax 
may “obstruct the industry of the people.” He adds that in some 
cases violation of this rule could diminish or destroy funds which 
might enable them more easily to pay. Third, the forfeiture of 
funds through attempted evasion might “put an end to the benefit 
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which the community might have received from the employment 
of their capitals/’ And, finally, “by subjecting the people to the 
frequent visits and the odious examination of the taxgatherers it 
may expose them to much unnecessary trouble, vexation, and 
oppression.” In summary, he adds that the “evident justice and 
utility of the foregoing maxims have recommended them more or 
less to the attention of all nations. All nations have endeavored, 
to the best of their judgment, to render their taxes as equally as 
they could contrive . . . certain (and) convenient to the contributor, 
and in proportion to the revenue which they brought ... as little 
burdensome to the people.” 

Problems of Equity. The test of justice may be approached 
from another point of view. Should the tax levies be based upon 
the idea of (1) equal sacrifice among the taxpayers, of (2) covering 
the cost of the services the citizen receives from his government, 
of (3) the benefits that may be his, or, finally, of (4) the propor- 
tionate ability of the citizen to pay? In the tax literature of the 
last century or more, each of these ideas has been both con- 
demned and supported. These concepts may be examined briefly. 
At the start, it may be said that however ideal some of them may 
be as tests of justice, they present difficulties in practical interpre- 
tation and application. 

For example, are there any criteria for measuring equality m 
sacrifice among taxpayers? A system of proportional taxation 
would not meet the requirement. It is obvious that a contribution 
of $100 by a person with an annual income of $1,000 would involve 
a far greater sacrifice than the taking of $100,000 from a person 
with an annual income of $1,000,000, yet both contribute the same 
percentage of their income. That is to say, a 10 per cent levy 
would take away from one person the necessities of life, but it 
would leave even luxuries of the other undisturbed. 

A somewhat better case could be made to support the sacnfice 
theory if the tax were made progressive, but although the tax 
imposed a greater sacrifice than before on persons of high income, 
it would still not reach the goal of equality. If the progression 
ran from, say, 10 per cent on incomes of $1,000 to 75 per cent on 
those of $1,000,000, the first group would retain for its own uses 
only $900 and the second would still possess $250,000. 

John Stuart Mill was concerned with the equality of sacrifice 
theory when he said, “For what reason ought equality to be the 
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rule in matters of taxation? For the reason that it ought to be so 
in all the affairs of government. As a government ought to make 
no distinction of persons or classes in the strength of their claims 
on it, whatever sacrifices it requires of them should be made to 
be as nearly as possible with the same pressure upon all, which, it 
must be observed, is made by which least sacrifice is occasioned 
on the whole. If anyone bears less than his fair share of the burden, 
some other person must suffer more than his share, and the alle- 
viation to the one is not, ceteris faribus, so great a good to him, 
as the increased pressure on the other is an evil. Equality of 
taxation as a maxim of politics means equality of sacrifice. It 
means apportioning the eontnbution of each person toward the 
expenses of government so that he shall feel neither more nor less 
inconvenience from his share of the payment than every other 
person experiences from his.” 

In quest for a measure of sacrifice a test is sought for something 
which is not susceptible of measurement. Pain is probably closely 
related to sacrifice; if the former word be substituted for the latter 
it would be quite clear that the quantity of sacrifice could not yet 
be computed. 

Second, as to the cost of the service. No doubt there are some 
cases in which close approximation of governmental costs in 
rendering the service may be made. Perhaps one would not go far 
astray m a calculation of the cost of education to students in a 
particular high school. 

In numerous cases there is no possibility of even a reasonable 
approximation of the cost of the service to the taxpayer. One of 
the largest items in the federal budget is for national defense, and 
local governments spend large sums for local police protection. In 
neither of these cases is it possible to ascertain m any quantitative 
manner what service the taxpayer has received. 

Third, with respect to benefits. The implication m this theory 
is that persons should contribute to the support of their govern- 
ment in proportion to benefits received. A person who receives 
great benefits should make large payments; but one who counts 
his governmental blessings as of small moment should be relieved 
of heavy burdens. This argument encounters several objections. 
First, as with sacrifice, there are no adequate criteria for the 
measure of benefits. Second, granted that such a test of justice 
existed, it would be impossible of application if one of the purposes 
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of government is to improve the quality of its citizens. Millions of 
people receive benefits out of all proportion to their ability to 
pay taxes. 

Education may serve as an example. No one can measure the 
benefits of instruction to students; but most persons would agree 
that these benefits are very great, both to the individual and to 
the community. Throughout the United States public instruction 
is practically free; in many instances free school books, free noon- 
day lunches, and sometimes transportation free to and from school 
are adjuncts to a student’s educational career. But in many thou- 
sands of cases, students who receive these benefits could not afford 
to pay for them. Many persons in the middle and lower classes labor 
under similar disabilities with respect to police protection, hospital- 
ization, provision for sanitation, to give only a few cases. The 
well-to-do classes can provide for most of these items, but the 
poorer elements cannot. Thus a tax according to benefits would 
impose a burden on certain classes which they could not discharge 

The benefit theory seems also to suggest that a government 
has become some kind of commercial enterprise selling services 
for tax receipts. This point of view cannot be maintained so long 
as it is held that one of the functions of the state is the preservation 
of general welfare. To this end some persons are able to make 
large payments; others are not. The general welfare has no rela- 
tion to individual advantages and disadvantages, much less to 
individual sacrifices or benefits. 

In spite of its logical and many difficulties, the fourth concept, 
namely, ability to pay, is accepted today as the principle criterion 
which should guide government, as far as possible, in raising tax 
revenue. As shall be seen presently, it is not, and cannot, be 
applied to all kinds of levies. With respect to ability, in many cases 
the government is no respector of persons or incomes. The great 
need is for revenue; levies are imposed for this purpose. But 
whatever the practice, this theory has wide acceptance; probably 
chiefly from a practical point of view. 

To state it briefly, the principle is that each person should 
contribute to the support of the state according to his ability. It 
is assumed that a person with $25,000 a year has greater pajdng 
ability than one with $5,000 a year. The federal income tax, 
a notable example of the application of this principle, is progres- 
sive. It splits incomes into ranges or brackets, with small differ- 
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entials up to about $60,000. Thereafter, the spread among the 
ranges or brackets increases with the magnitude of the income. 

As far as abstract, or social, justice is concerned, the position 
of so-called tax experts as logicians is not improved by accepting 
the canon of ability. There is a strong suspicion that the argument 
is circular. Most persons assume that justice is tested by ability. 
Beyond this assumption they do not go. Probably this is the best 
that can be done by way of proof, and, as long as the community 
is willing to accept both proof and practice, the government pro- 
ceeds with this type of levy. 

But other questions than justice in the abstract are involved. 
What is the test of ability? Does a man with an occasional in- 
come of $10,000 a year have the same ability as the person on a 
regular salary of that amount? Or is the ability of a movie star 
who enjoys a brief flash of popularity, for which he receives a large 
income, the same as that of a business executive whose salary 
goes on year after year? Is the ability of a man who maintains a 
family on $5,000 the same as that of a bachelor with the same 
income? These are matters that are of vital interest to individuals, 
and these conditions influence their concept of justice. 

Further, if it is granted that those with high incomes should 
pay on the basis of ability, what is the test or measure of ability? 
Does it increase in proportion to income, or more than in propor- 
tion? The common practice of today in many forms of taxation 
is to use progressive rates, but it would be possible to apply the 
principle of proportional taxes as is done wdth other kinds of levies 

In addition to the vanous criteria of justice of tax levies just 
discussed may be mentioned personal expenses and income. These 
bases for measuring justice of tax payment might be regarded as 
corollaries of the ability to pay theory. 

As the term implies, it has been proposed to use personal 
expenditures as a basis for determining a person’s ability to con- 
tribute to the cost of government because these represent personal 
outlays which presumably are in proportion to his income. A few 
taxes, as on sales, are levied according to this basis. But as a 
general criterion, personal expenditures cannot be so used, first, 
because the same proportion of outlay between rich and poor spent 
for personal consumption is by no means the same, and, second, 
much of this t3q)e of expenditure includes necessaries which would 
prevent and deny the whole principle of exemptions, as under the 
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entials income and many other taxes. In either case, such levy 
would be unfavorable to the middle and lower classes, and very 
favorable to the wealthy group. 

A somewhat better case can be made for using income as a 
measure of ability to pay because the real criterion of the tax- 
payer’s capacity to make his contribution to the government is 
revenue received. A sound system of taxes should only be levied 
upon and collected out of income after all necessary expenditures 
have been deducted. Therefore, a tax which is taken out of 
income after necessary personal consumption and business expen- 
ditures have been deducted will not affect either the standard of 
living of the individual or the operation and expansion of enterprise. 

But there are difficulties and limitations in the use of income 
as ability to pay. The quantity of the income is not enough; the 
time when it was earned must also be taken into consideration. 
An income might accrue one year and actually be paid at a later 
date; in which case, just what period represents the ability of the 
income taker to pay? Also, was the income pure, that is, without 
wastage of invested capital? Natural industries, as oil wells and 
coal mines, are gradually “worked out.” Such slow dissipation of 
irreplaceable capital must be taken into consideration not only 
in levying a tax, but also in determining the ability of the income 
taker to pay. The nature and method by which the income was 
received must also be considered in determining ability to pay 
taxes, such as precarious, funded, earned, and unearned conditions. 
The income may be derived from a very uncertain or precarious 
source; or it might anse out of a debt, such as script dividends of a 
corporation ; or it might be earned by the individual out of his own 
personal skill and employment, or unearned from a source which 
will accrue regardless of his own personal presence or application. 

In the last analysis, no one of these critena can be used as a 
measure of the taxpayer’s ability to contribute to the expense of 
his government; they must all be considered but not necessanly 
given the same weight at the same time. In general, the state does 
not look to the feeling of the individual in assessing its income, but 
to the monetary value of his taxable property; hence, for practical 
reasons the ability to pay theory is generally the one followed in 
deter min ing the apportionment of the tax burden. 

Economists and Justice Theories. While Adam Smith main- 
tained that the subjects of the state should contribute to the 
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Justice IS an ideal, an end to be achieved. It is impossible to 
decide whether this or that particular tax, or what tax system, is 
just until it has been determined, first, what the ideal is, and, 
second, whether the tax in question operates as an approach to 
this ideal. 

Rate of Levy and Justice. The fact that taxation should be 
levied according to the principle of ability to pay, taking into due 
consideration the other theories, does not settle the whole problem 
of justice. After all, taxes are levied or fall on individuals and 
corporations in particular; not on them in general. Once having 
settled upon ability as the criterion, the next and most difiieult 
question is how can this ability be measured? How can this 
burden be eqmtably distributed among all the taxpayers in a 
particular community? Some taxpayers are poor; others are well- 
to-do to wealthy Some own personal and real, tangible and 
intangible property; some do not. Some of this property is income 
producing; some of it is not It is obvious that a flat sum levied 
upon each citizen — a per capita contribution to the state — would 
not be equitable. In early days, when property and income were 
about equally distributed, a flat sum levy upon each taxpayer was 
equitable, as in a rich man’s club where they apportion the expense 
on a pro rata basis. But at present, in a highly complex, industrial 
community where there is such wide variation of wealth and 
income and so many kinds and vaneties of property, more refined 
methods of tax levy and of tax rate determination must be de- 
vised. The great variety of functions of government has its bearing. 

In practical operation, the base is the total property valuation 
or income of the taxpayer, and the rate is the per cent taken. The 
base of the taxpayer is determined by evaluation and assessment, 
the rate is fixed by legal process of the legislature or by provisions 
m the constitution. In relation to the base, the rate may be pro- 
portional, progressive, degressive, regressive, or apportioned. 

If the rate is proportional, it remains the same regardless of 
the amount of the base on which it is imposed. A common example 
of a proportional tax rate is the tax on real property which is a 
fixed percentage of the value of the property, regardless of what 
that value may be 

If the rate is progressive, the increase in the rate is in direct 
proportion to the increase in the base. If the rate is progressive 
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and is 1 per cent on $1,000, it is 2 per cent on $2,000. In that case, 
the tax on $1,000 would be $10 and the tax on $2,000 would be $40. 

If the rate is degressive, it increases when the base increases, 
up to a certain limit; but the increases in the rate are not pro- 
portionately so great as the increases in the base. The rates 
established by the 1948 Income Tax Law illustrate a degressive 
tax. When the taxable income increases, the tax rate increases 
until the rate becomes 91 per cent; but the percentage of increase 
in the tax rate is always less than the percentage of increase in 
the taxable income. 

If the rate is regressive, it decreases as the base increases. In 
most states, automobile license plates, which represent a tax, cost 
the same amount regardless of the value of the automobile. A 
$10 license represents 2 per cent of the value of a $500 car but 
only .3 per cent of the value of a $3,000 car. 

If a tax IS apportioned, the amoimt to be collected must be 
distributed among taxpayers on some basis, as according to classes 
of property, or according to population as the Constitution 
requires for levies of direct taxes 

Requisites of a Good Tax. Along with coinage debasement, 
imposition of taxes was one of the most grievous methods by 
which the early kings heaped onerous iniquities upon their people. 
Therefore, closely akin to justice and equity in taxation is the 
adoption and use of a good system of taxes. Many economists 
deny the existence of such thing as a system of taxes; instead, they 
insist that a state may have a motley or heterogeneity of sources 
of income but hardly an integrated system of taxes. In a few 
instances, as the estate and gift taxes of the federal government, 
two or more sources of income have been so integrated as to be 
complementary. In the case of estate and gift taxes it has become 
impossible for a person to pass his property to his heirs so as to 
avoid one of these taxes. That the various sources of income of 
the state have been integrated generally into a system of taxes can 
hardly be supported. The three levels of government in the 
United States have been grabbing for every available source of 
income without too much regard for justice and equity with the 
result that multiple taxation has almost become the rule, as in 
the case of gasoline which is taxed by all levels of government. 
The local units of government have relied mostly on direct taxes 
on real and personal property; the states and federal governments 
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have resorted more to taxation of incomes, inheritances, estates, 
sales and certain business levies. In 1948, for example, the federal 
government derived over 70 per cent of its total income from direct 
taxes on individuals and corporations 

There is always available to any government at a particular 
time a great variety of sources of income or tax bases upon which 
it may impose levies. Some of these are good; some are bad; some 
are indifferent. The requisites of what constitute a good tax, 
therefore, becomes a very practical question to the legislator and 
to the public. Fortunately, these requisites can be reduced to a 
comparatively few fundamentals. 

The first requisite of a good sound tax is its qualities for pro- 
ducing revenue. In other words, is it fiscally adequate? Except 
in comparatively few instances, the pnmary purpose of a tax is 
to produce revenue for the support of state activities, and it must 
pass the test of fiscal adequacy. In considering the fiscal produc- 
tiveness of a particular source of tax income the time element may 
become very important. A particular levy such as certain tariff 
duties or income taxes, might produce large quantities of income 
immediately, only sooner or later to disappear because of shifting 
or because the base is taxed out of existence. On the other hand, 
the tax may yield little in revenue at first, but great quantities 
after it has become established. A case at point is the income tax. 
When it was first used the problems of levy were so great and the 
yield so little that many predicted that taxes on incomes would 
soon disappear as a source of revenue. But in 1948, for example, 
the federal government derived almost $22,000,000,000 from a tax 
on individual incomes, or about 40 per cent of the total receipts 
for that fiscal year. 

A tax may not be wanted for its revenue, but as a means of 
control or the elimination of some undesirable form of consumption 
or production. In such case, does the proposed tax have that 
quality? In the use of any tax, there is a relation between the rate 
per cent and the amount of yielded revenue. In the early stages 
of any tax, the revenue 3 deld seems to observe the economic law 
of increasing return until the optimum point is reached after which 
the law of decreasing return seems to operate. 

Granted that a tax has passed successfully the test of its 
primary purpose either as a producer of revenue or as a means 
of control, it must also be economical to collect and have a 
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minimiim effect on all process of production and consumption. 
Adam Smith, in one of his canons of taxation, said, “Every tax 
should take as little out of the pockets of the people for collection 
as possible.” Some taxes, as income and certain excises, yield a 
very great net revenue above costs of collection The federal in- 
come tax on individuals costs about 3 cents on the dollar, or 3 per 
cent, to collect, and a few excises, such as that on tobacco, cost 
less than one-half of one per cent. On the other hand, a few taxes 
such as certain tanff duties, poll or capitation taxes and those on 
opiates and narcotics cost much more to collect than they sdeld, 
but they are levied for protection or exclusion purposes only, and 
their cost of collection and administration is not important. 

Every tax has its economic effect on production or consump- 
tion for good or for evil; but some have more effect than others. 
Therefore, in the choice of a tax, its direct and indirect economic 
social effect on the tax system as a whole must be taken into 
account, and if it should prove that certain taxes unduly dis- 
courage production or consumption, lower the morale of the com- 
munity, provoke discontent, and check the accumulation of 
wealth, they should be given up for others that will not produce 
these unfortunate results, or that will produce them in less degree. 

Taxes may also be levied so as to affect the individual’s ability 
or willingness to produce or to save. Suppose that an individual 
should say that he would need $5,000 a year income after he 
retired. If this income was capitalized at 5 per cent, he would need 
to save the total sum of $100,000. Now suppose a tax of 10 per 
cent, or $500, was imposed on his savings This tax would cut his 
yearly income to $4,500. He would either have to get along on 
this reduced amount, or would have to save an additional $11,000, 
and save by working harder, or by greater saving during his pro- 
ductive years. This behavior is very common of individuals or of 
corporations where an additional expense is capitalized and sav- 
ings or production are increased to meet it. 

A good tax should be simple, that is easily understood by the 
taxpayer, and elastic as to volume of revenue produced. As 
previously stated, when the income tax was first used its problems 
of administration were so complex that not even the tax official 
seemed to understand them. The United States Supreme Court 
varied widely as to the definition of net income. The excess profits 
tax seems to have fallen into this same category. 
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The volume of government expenditure varies rather widely 
from time to time. If these increased amounts cannot or should 
not be raised by short-time borrowing, in general it would be 
better to increase the rates on certain old tax bases rather than 
to bring in new sources of income. Therefore, the best kind of 
tax is that one which also possesses a high degree of elasticity. 

Many such taxes, such as the general property, income, and 
sales taxes, to mention only a few, possess elasticity to a very 
high degree, and, from this point of view, are very important 
members of the general tax system. The English, for a long time, 
used taxes on tea for expanding or contracting their revenue to 
balance the current budgets. 

These are not all the tests to which a good tax should be 
subjected to be acceptable as part of a tax system, but are the 
most important ones. Whether a tax is legal or illegal, constitu- 
tional or unconstitutional, is relatively unimportant. These prob- 
lems can, in general, be met rather quickly. The fundamental 
question of a tax is, is it economically and socially sound and 
acceptable to the people. Are all these various taxes comple- 
mentary and so integrated as to constitute a system? Is this 
system diversified and flexible, and does it impress the tax paying 
public as being equitable and just. High as taxes are, and much 
as it seems that they should be reduced, yet their equity and 
justice seems to be the most important problem. The federal 
government and most states and cities maintain bureaus of 
research on taxation to determine just where the rate on a par- 
ticular base should be put to yield the maximum revenue with a 
minimum effect on the whole economy. 

Socio-Political Theory of Taxation. For years some tax 
authorities have insisted that the state should use its tax powers 
not only for the purpose of obtaining needed revenue, but for a 
readjustment of some of the inequalities in the economic system. 
The German economist, Adolph Wagner, was an exponent of the 
socio-political theory of taxation. 

As a background for his tax theory Wagner presented the 
following conditions: great evils exist under the competitive sys- 
tems; the distribution of both income and property under free 
enterprise has a social influence; by virtue of its varied activities 
the state is a factor, both directly and indirectly, in the distri- 
bution of wealth and in the position of the social classes; and it 
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is also a factor through its systems of taxation and methods of 
handling the public debt. Because of these conditions he claimed 
that the fiscal science had developed two demands; first that the 
state should so order its expenditures, tax systems, and loans as to 
remove certain economic and social evils which had attended them 
in the past; and, second, that the state, by adopting appropriate 
policies, should remedy evils which were not due to its previous 
action in financial or other matters. To come to the real essence 
of the theory: From the second demand it follows that, in the 
domain of public finance, expenditures should increase in order to 
enable the state to assume new functions; that taxation, in addi- 
tion to serving the purely financial purpose of providing sufficient 
revenue, should be employed for the purpose of effecting a differ- 
ent distribution of wealth from that which would result from the 
working of free competition upon the basis of the present order. 

• In the further development of this theory, Wagner makes a 
distinction between "unearned” incomes, those derived from prop- 
erty, and "earned” incomes, or those resulting from labor. He is 
of the opinion that large gains, and the resulting accumulation of 
property, usually results more or less from good fortune as well 
as from the personal contribution of the recipients. Equality, in 
his theory, is considered to mean taxation as far as possible in 
proportion to ability to contribute, which increases more rapidly 
than the absolute amount of a person’s income or property in- 
creases. Therefore, the socio-political theory demands progressive 
taxation of larger incomes and the rejection of mere proportional 
taxation. Furthermore, it demands heavier taxation on funded 
incomes than on incomes derived from labor. 

It goes without saying that this theory has not gone unchal- 
lenged. Professor E. R. A. Seligman, for example, questions the 
historical aspects of Wagner’s expositions. He says that it is not 
true historically that tax policies of the nations have been ad- 
justed solely with an eye to fiscal policy. He refers to protective 
duties (on imports), a system which has been used for some 
centuries; also taxes on luxuries have been mere sumptuary laws 
designed as much for the purpose of checking consumption as 
raising revenue; excise taxes also have been levied at times for 
social as well as for fiscal purposes. 

One might say that Seligman has snelded something to the 
socio-political argument of Wagner. At least, he has granted that 
taxes have been laid for social as well as for revenue purposes. 
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The fiscal and social fields have not been kept separate. Wagner's 
contention is that they should not be kept separate. 

But Seligman qualifies his point of view when he admits that 
it is not allowable to confound this undoubtedly social element in 
all fiscal policy with what Wagner calls the socio-political, or 
what may be called more correctly the socialistic element. From 
the principle that the state may modify its strict fiscal policy by 
considerations of general national utility to the principle that it 
IS the duty of the state to redress all inequalities of fortune among 
its private citizens is a long and dangerous step. He holds that 
justice, as it ought to be contemplated by the state, consists in 
“holding the balance equal.” No one should be given an undue 
advantage; each person should enjoy equal rights before the law; 
and each should have an opportunity to develop his own talents 
and resources. 

Whether one would classify public school education with the 
appurtenances that now have been added to it, free hospitaliza- 
tion, and dozens of other more or less free services, under the socio- 
political category of what Professor Seligman has called the 
“pnnciple of general national utility” is a question for the dialec- 
tician to decide. In practical lawmaking the authorities decide 
what line of action they think is desirable and have no thought of 
classification. At that, in many instances, whether they know it 
or not, they may be moving in the direction approved by Wagner. 

Other Concepts of Justice In Taxation. The student following 
the histoncal development of this concept will observe that the 
emphasis has been on distribution. With some authorities the 
exposition makes this perfectly clear; with others the purpose is 
partly concealed in the phraseology. For example, when Wagner 
speaks of taxation to enable the state to assume more and more 
functions, he has in mind an economic organization that will pro- 
vide a wider distribution of benefits than exists under present 
arrangements. 

The shortcomings of this type of approach lie in the fact that 
distribution of economic goods cannot be separated from produc- 
tion. Whatever affects the latter has repercussions on the former. 
It is assumed in most arguments presented on former pages that 
tax devices which promote a “better” distnbution do not impair 
the facilities for production. This assumption cannot be sustained. 
If borrowing is excluded, modem governments have practically 
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no source of income beside that produced jointly by labor and 
capital. Any kind of tax, whether on home, chattels, or intangible 
property, falls eventually on income, or else the value of the 
property Is extinguished. No one would venture the argument that 
a tax system was just which weighed so heavily on production 
that the quantity of goods and services available for distribution 
declined. Hence, a discussion of these ideas of distribution leads 
us back to an analysis of the operation of economic forces. 

The conclusion from the discussion of incidence, pressure and 
escape was that no person or class is free from the immediate, or 
ultimate, effect of a tax. It is likewise true that when economic 
progress becomes a feature of a country no class is denied its 
benefits. Some are blessed more, others less; but in spite of in- 
equalities all receive either direct or indirect advantages 

It cannot be decided whether a tax policy is in accordance 
with "ideals of justice” until a decision has been reached on two 
points; first, a definition of the ideal; and, second, a decision as 
to the kind of policy that will achieve the ideal. 

• Social ideals are impossible of definition. Even authorities 
do not agree, except in very general terms. The reason is that 
ideals are the outcome of personal background, tradition, experi- 
ence, reasoning, and emotion. One may come rather close to 
clarity, however, in one division of social life, namely, the eco- 
nomic. Among progressive people, the economic ideal looks for- 
ward to more food, clothing, shelter, entertainment, leisure, 
secunty, and less gruelling labor in the production of these things 
Those measures are considered as socially just which tend to the 
achievement of these ends. What works in the contrary direction 
is unjust. 

Many authorities seem to conceive “justice in taxation” as 
an abstraction. It is far from this. The concept must be derived 
from the actual forces at work in society. As is already known, 
some of those forces are benevolent and some are malevolent 
Society is the locus of many crosscurrents, an expression of in- 
dividual likes and dislikes, reason and unreason, spirit of co- 
operation and the reverse. A tax, or tax system, must be studied 
in the light of those conditions, and they are not abstract. 

It has been explained elsewhere that economic progress — the 
creation of a greater abundance and better distribution of eco- 
nomic goods — ^is an outcome of production, saving, re-investment, 
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of improved mechanical methods of production, and of more per- 
fect human skill. Most of those things require continual Additions 
to capital. The additions appear first as saved "funds”; later 
these are converted into concrete things, such as machir^es, tools, 
equipment of all descriptions. Policies which thwart these greater 
achievements are properly considered unjust. Tax systems which 
work against the attainment of these economic ideals are likewise 
unjust. 

Whether or not greater abundance and diffusion can be ob- 
tained through the continual widening of the functions of govern- 
ment is still an issue. A discussion of this question does not belong 
m a treatise on public finance. 

The other important moot question is whether the needed re- 
form can be better achieved outside, rather than with the aid of the 
tax machinery. Tax measures and reform measures can be greatly 
simplified if they are treated separately. Associated with each 
problem is a technique which is more or less peculiar to that 
problem. The questions of control of railroads, factory legislation, 
regulation of monopolies, among others, are complicated enough in 
themselves to demand separate treatment. To mingle these prob- 
lems with tax legislation adds to the confusion. Corrective 
measures should be applied where necessary. But each problem is 
a case by itself. For the benefit of clear analysis and effective 
remedy, each issue should be handled as such. The tax gatherer, 
as has been said, should not be distracted by having to consider 
such large and diflScult social questions. His task, even in its 
simplest form, is troublesome enough: to devise ways of securing 
the needed revenue without arousing discontent beyond endurance 
and, it might be added, without setting into operation forces which 
he cannot understand, and which are beyond his control. 

Summary. Justice in taxation takes on a very practical aspect. 
In the United States there are some one hundred forty millions 
of people, some wealthy, some poor, with many kinds of real and 
personal property. Some of this property is income producing; 
some is not. The question then arises: Under such varied condi- 
tions, how can the tax burden be imposed upon the total popula- 
tion in a just and equitable manner, so that each person will 
contribute his fair and proportionate part toward the expenses of 
government? Justice, therefore, becomes a question in particular 
rather than in general. 
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The problem of distnbutmg the burden of taxation was simple 
when property was held in common or was equally divided. But 
with the development of a great variety of property and with the 
unequal distribution among the taxpayers, new criteria for measur- 
ing their capacity to contribute had to be devised, the principle 
ones being (1) expense of the individual to the state; (2) individual 
benefit; (3) ability of the individual to pay; (4) individual sacrifice; 
(5) personal expenditures of the individual; and (6) individual 
income. 

The first, or expense to the state theory, is posited upon the 
supposition that each individual as he comes into the political 
community adds an increment of expense to the state and, there- 
fore, he should be required to contribute accordingly. 

The benefit theory presumes that each individual will con- 
tnbute according to the utility which he receives from government 
on a sort of quid pro quo basis. The difficulty here is in measure- 
ment. The state gives many common benefits, most of which are 
intangible and incommensurate. A few, such as the insane, de- 
linquents, and dependents, derive a greater benefit from the state 
than others. In a few cases, the courts have held that there is a 
relation between the amount of property held or income received 
and the protection of the state. Such theory is hardly valid when 
considered on the basis of each individual. The people of the 
United States should, as a whole, get value received for the total 
federal expenditures. 

The ability to pay theory is made dependent upon the amount 
of property or income which the individual has 

The equality of sacrifice theory has been advocated by many 
as a measure of tax liability, but it, too, fails because of its mcom- 
mensurateness. 

The personal expense of the taxpayer as a criterion of his 
proportionate contribution to the state is not adequate because 
it makes no distinction between necessary and luxury consump- 
tion, and disregards the existence or non-existence of surpluses. 
However, m a few cases, as sales and consumption taxes, this 
theory seems to be followed, at least in part. 

Income, gross and net, is regarded by some as a complete 
measure of one’s contribution to the state. In fact, levy on that 
source of revenue to the state is so equitable and just in the minds 
of a few people that they would finance the government entirely 
out of levies on net income — a sort of single tax 
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A sound tax system should provide for collection and payment 
out of income; but there are difficulties in the use of income as 
the sole measure of ability to pay. In general, quantity of income 
IS not enough. The time element, when it was or is to be received, 
becomes important. Was the income pure, that is, without wast- 
age of capital, as in the case of exploitation of natural, irreplace- 
able resources? How was the income obtained, whether precarious, 
funded, earned, or unearned? Then, finally, was the income free, 
or was it to be used in the support of others? These are a few 
questions to be considered when it is proposed to use income as a 
measure of tax liability. 

In the final analysis, no one of these measures can be used as 
the sole criterion. All must be taken into consideration in determ- 
ining the apportionment of the burden, but, perhaps, the ability 
to pay is the one most generally applied by the modern state. 

The fact that taxation is levied according to ability does not 
settle the problem finally. The most difficult question is: How can 
that ability be measured? How can the burden be equitably 
distributed among the individual taxpayers? 

A flat amount or a fixed rate taken from all taxpayers would 
not be equitable because of the unequal distribution of property. 
The general property tax uses the fixed rate, but it violates the 
canon of equity in disregarding the amount of the bases of the 
taxpayers. 

In the case of progressive taxes, the rate increases in propor- 
tion to the base. This method more nearly approaches equality 
of sacrifice. As wealth increases, there is an acceleration of ability 
to pay, but the rate could hardly reach confiscation, unless it is 
to be employed as a means of eliminating large fortunes and in- 
comes. In order to avoid total confiscation, the rate is usually 
made degressive, i.e. it increases at a diminishing rate, until it 
reaches a maximum; then it levels off proportionate to the base. 
In not a few cases the rate may become absolutely less as the base 
increases, thus becoming regressive. 

In the final analysis, all the fine-spun theories and casuistical 
reasoning in regard to abstract justice must give way to the 
practical needs of the state. It is revenue that the government 
needs and must obtain even at the sacrifice of some of the elements 
of justice. 
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TEXT QUESTIONS 

1. Why can’t justice in taxation be separated from the concepts of 
shifting, incidence, diffusion, and escape? 

2. How did Adam Smith say his canon of taxation, that taxes 
should be as economical as possible, may be violated? 

8. Give four concepts of equity on which tax levies might be based. 

4. What are the weaknesses of the benefit theory of taxation? 

5. What are some of the difficulties and limitations in the use of 
income as ability to pay? 

6. Why is the personal expense of the taxpayer as a criterion of his 
proportionate contribution to the state not adequate? 

7. Explain McCulloch’s concept of justice. 

8. What must be determined before you decide if a particular tax 
or tax system is just? 

9. What is the base for taxation purposes; the rate? 

10. Explain proportional, progressive, degressive, regressive, and 
apportioned taxes and give an example of each. 

11. Why don’t we have an integrated system of taxes? 

12. What types of taxes are relied on mostly by local governments; 
by state and federal governments? 

13. Discuss the requisites of a good tax. 

14. Give some examples of taxes levied as a means of control. 

15 Which taxes possess elasticity to a high degree? 

16. What is the socio-political theory of taxation? 

17. What two demands did Wagner say the fiscal science had de- 
veloped? 

18. What IS earned income; unearned mcome? 

19. Which class of tax rates most nearly approaches equality of 
sacrifice? 


RESEARCH TOPICS 

1. Obtain through your local tax assessor’s office a list of the principal 
taxes imposed by your state, and, in your judgment, test each of 
these sources as to justice and equity. Also how do they meet the 
other tests of good taxes? Would you say that these various 
sources of state income have been integrated into a system of 
taxation? 

2. In your city or other local unit of government, how do the rates 
of the various taxes vary with the bases upon which they are im- 
posed? Do you find any instances of optimum rates; of rates that 
are beyond the optimum? 

3. Examine the major sources of your state or city or other local unit 
of government as to elasticity. This can best be done by plotting 
the cyclical trend on graph paper since, say 1929, and superim- 
posing the tax yield of as many sources of tax income as you can 
obtain the data for this same period. What taxes show a distinct 
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lag during depression; what show a constant return; and what 
show an increase? Could you by this means recommend a good 
system of taxation for your state or city? 

4. Can you by any means arrive at the amount of property and 
income in your community which escapes taxation, either in part 
or entirely? 
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CHAPTER 20 

TAX EXEMPTIONS 

One of the most important features of any tax system is the 
exemptions that are granted under the laws. In some cases there 
is complete freedom from impost; in others there are exemptions 
in varying degree depending upon the conditions. Freedom from 
impost may be applied to individual, corporate, and institutional 
property, to personal and corporate incomes, to commodities and 
services, to government property whether in land or productive 
enterprises, and to government securities, federal, state, and local. 
In each case the law specifically enumerates the exemptions. This 
treatment is applied to many different kinds of items, and the 
value of property or services thus freed from impost runs into 
billions of dollars. For example, in an estimate of wealth and in- 
come of the United States for 1922 some $20,000,000,000 out of a 
total of $299,000,000,000 of real property was exempt. ^ Again, 
in 1937, upwards of $69,600,000,000 of all grades of government 
bonds bore exemptions either from normal income tax and sur- 
tax, or from the normal tax but not the surtax.^ 

Since each particular tax law defines its own exemptions, all 
such specific cases will be discussed when each form of tax is 
studied later In this chapter only general principles and cases 
of tax exemption will be discussed. 

Exemptions, Evasions, and Escape. For one reason or another, 
large amounts of property which are taxable under the terms of 
the laws are not reached This is notably the case with intangible 
property under the present operation of the general property tax, 
and to some extent, even with tangible property. In many cases, 
only a small percentage of personal property gets on the taxbooks. 
In addition, in the complicated process of shifting, persons upon 
whom the impost is laid in the first instance pass it on, m whole 
or in part, to other layers of producers or suppliers and, ultimately, 
to final consumers, thereby transferring the burden. It might be 
argued that the framers of the laws in many instances intended it 
to work in this manner; but, at that, the procedure is a form of 

^Statistical Abstract of the United States, 1936, p. 272. 

Hhid , 1938, p 210. 
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escape. Furthermore, various loopholes exist in the statutes 
through which a considerable amount of property escapes, as 
with certain family corporations and some forms of organization 
under foreign laws. Analogous cases are the transfer of property 
from one tax jurisdiction to another on or about the date fixed 
for the declaration of the assessment. 

Methods of evasion and escape are legion, and it is doubtful 
whether all such cases can be reached, no matter how carefully 
the laws are drawn. A statute must necessarily be couched in 
rather general terms, and for that reason methods employed by 
particular individuals may keep them within the letter of the law 
while at the same time escaping the spirit of such measures. 
Strictly speaking, however, the term “exemption” applies only to 
those eases freed from levy by the terms of the law. 

In a sense, the question of escape is linked with the time-old 
struggle of one class to impose the burden upon another. As was 
explained earlier in the text, such clashes were extant in colonial 
times, notably among large land owners and between commercial 
and other classes. The latter looked with disfavor on exemptions 
which land (or colonizing) companies enjoyed and sought to place 
some of the burden of support of government on them. In the 
southern states, the planters, who were also large holders of 
landed property and who usually dominated the legislatures, at- 
tempted to devise tax methods which would largely exempt them 
from levy on their land. Even today some kind of struggle con- 
tinues, as 'with the attempt of rural communities to favor tax 
policies which shift as much of the burden as possible to the 
urban areas. Thus it is that “the history of modern taxation is 
largely the history of class antagonisms,” with tax exemptions as 
often one of the major causes. 

Reasons for Exemptions. Whether or not any property or 
service should be exempt is a debatable question. One thing is 
certain: It is not the idea of constitutional government that any 
citizen should be exempt from the duty of contributing to the 
support of the state on personal or class considerations. The con- 
ditions existing in Prance previous to the French Revolution, when 
all taxes were imposed upon the third estate (the clergy and the 
nobility being exempt), have entirely passed away. Such exemp- 
tions as exist at the present time must stand the test of general 
expediency and of being capable of expression in some rule of 
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general application. Exemption from taxation is not to be re- 
garded as a personal or class favor; instead, taxation is an obliga- 
tion upon the person to support his government. 

Even in this case “expediency” is a very broad term. It may 
be political, or social in the wide sense, or economic. It may 
involve matters of local consideration, as with tax exemption for 
a term of years to industrial plants in consideration for their 
choosing a location in a certain town or state; or it may be a 
matter of national interest. Within this general framework ex- 
emptions are devised; but the favored person or persons could 
hardly claim freedom from impost on any existing principle of 
taxation. 

The clearest eases for justifiable exemptions are found in 
institutions dedicated to education, philanthropy, charitable pur- 
poses, scientific research, and possibly in certain types of non-profit 
organizations whose general purpose is social betterment. Hos- 
pitals, eleemosynary and religious societies generally fall in this 
exempted group. In such cases it may be urged with reason that 
these enterprises are engaged in work in which the state has, or 
ought to have, an interest, or which the state would otherwise 
have to perform. Whether or not the conduct of such enterprises 
in the hands of private organizations results in more effective work 
than when handled by the state may be open to question. In 
some cases it is better done; in other cases it is not. But, at least, 
there is some value in the freedom to conduct such matters accord- 
ing to the dictates of private j’udgment. 

This is a principle which democracy has elected to follow and 
it finds no better application than in educational, religious, and 
charitable enterprises. It may be urged also that in private hands 
the work is more personal and individual, and possibly more 
sjmipathetic with individual needs, than when organized under 
supervision of the state. Humanitarian purposes are sometimes 
served best when the work becomes a matter of private concern. 

Religious groups are non-profit organizations, their existence 
as organizations depending upon contributions of members, and 
adequate support is sometimes hard to obtain. To burden such 
groups with taxes would severely handicap their work. To be 
sure, the state can and does in some foreign countries maintain 
a national religious establishment. In such countries, the main- 
tenance of religious institutions becomes a state affair, and whether 
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the church, under these conditions, retains the freedom that exists 
when it is independent of the state may be open to question. 

With respect to education, the state does maintain an extensive 
establishment, in America at least, extending from kindergarten 
level to the university, including higher technical training in the 
professions. State educational property is generally exempt from 
taxation. Should the same privilege be extended to private educa- 
tional establishments, especially those in the non-profit group? 
Again, the argument with respect to exemptions is the same as 
with other charitable institutions. The state could tax the private 
organizations in which case it would greatly handicap their work, 
in some instances drive them out of existence. But it may be 
reasonably claimed that the state has an interest in the main- 
tenance of some education in private hands. This permits the 
largest measure of freedom from political interference, preserves 
to the fullest extent the freedom of thought and investigation and, 
of course, the freedom to expound the doctrines of science (denied 
in at least one case in the teaching of the theory of evolution), and 
permits greater fiexibility in making educational experiments, 
which are sometimes denied public educational institutions. 

But with regard to exemptions, a distinction is necessary. 
Granted that it is feasible to exempt the plant of private edu- 
cational institutions from taxation, should their liquid endowments 
also be exempted? It can be said in favor of this policy that in- 
come from tuitions rarely covers operating expenses. The cost 
of education per student exceeds, sometimes very greatly where 
expensive equipment is required, what the student pays in tuition 
and fees. Thus taxation of endowments would impair the ability 
of such institutions in the rendering of service. 

A second general series of questions relating to exemptions is 
involved in the operation of the state. For example, should the 
state tax its owm property, the salaries of its officials and other 
employees, its securities, whether interest or principal? The prob- 
lem would be simple if a government were completely unified, that 
is to say, if there were no such divisions as federal, state, and 
local jurisdictions, each requiring support, and each with its own 
list of employees and its own securities outstanding. In the case 
of a unified state, the only advantage in the taxation of its own 
property would be to clarify its operations. Income could be set 
against outgo in such a manner as to indicate the actual cost of 
administrating its properties. But such a process would not in- 



Gh. 20] 


Tax Exemptions 


519 


crease real income to the state, nor would it relieve taxpayers of 
any of their burdens. Other considerations must be taken into 
account where the state operates productive property, as will be 
explained presently. 

The case is more complicated with several more or less 
sovereign jurisdictions existing in a given territory, all of which are, 
perhaps, to some extent overlapping. The question of sovereignty, 
however, raises no particular difficulties. It is within the realm 
of reason that the taxation of property of one authority by another 
is not an infraction of the principle of sovereignty, although there 
are strong arguments to the contrary. 

The chief difficulty lies in the fact that such a program of 
taxation would lead to endless confusion. Presumably the federal 
government would be compelled to make its tax rates uniform 
throughout the country; but each state would decide upon its own 
rate Moreover, in case of the national domain, the federal govern- 
ment owns many millions of acres of land, notably in the western 
states. Much of this property is desert, semiarid, or mountain side. 
But what the attitude of the states would be in assessing this 
property cannot be known unless the experiment is tried. Already, 
some western states complain that they are denied revenue from 
federal property, which, in this case, includes both productive and 
unproductive possessions. 

Exemption of government property is more largely a matter 
of comity and of tradition than of principle. Once one government 
begins to tax the property of another, taxation would run ramp- 
ant.® The power to tax is the power to destroy, as well as the 
power to preserve A glimpse of what would happen is found in a 
statement of Fiorello LaGuardia, former mayor of New York City, 
in commenting on federal taxation of state and municipal se- 
cunties: “If you tax the bonds of New York City I am going to 
tax every bit of real estate the Federal Government owns in New 
York City ... It will cost the Federal Government millions more 
in expenses than might be raised.”^ 

The exemption of government employees from taxation is a 
different matter. Salary payments to employees are pnvate in- 
comes and for the personal use of the recipients. In this respect 
there is no difference between the receivers of income from public 
and private sources. Moreover, from the point of view of principle, 

’McCulloch V Maryland, 4 Wheat. 316 (1819). 

’Quoted from Wall Street Journal, July 6, 1939 
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the same duty to contribute to government in proportion to ability 
rests upon employees of government as on persons employed in 
private enterprises. To exempt one and not the other places the 
non-exempted person in private industry at a disadvantage. About 
the only argument in favor of exempting public employees is that 
the government might be obliged to pay higher wages, thus in- 
creasing its expenditures. 

Here, too, the question of sovereignty is raised. The argument 
has run for many years that “each (government) is sovereign 
within its own jurisdiction, and the integrity of the state as con- 
stituted demands the continued exercise by each grade of govern- 
ment of all powers and privileges with which it has been en- 
trusted.”® 

On this basis has been built up reasoning to the effect that 
the salaries of ofScials paid by one grade of government cannot 
be taxed by another. There is in this policy Chief Justice Mar- 
shall’s idea that the “power to tax is the power to destroy.” The 
trouble here is that the argument is based on an abstraction, which 
is not true to the fact. It might be true if either the state or the 
federal government could tax the employees of the other at a 
higher rate, or on a different scale, than that established for other 
citizens. But this is not the case. All citizens and all government 
employees within a given political division would have to be taxed 
at the same rate and on the same scale under the rule of uniformity 
and equality. It can be taken without question that no one grade 
of government will destroy itself by tax measures which would 
render impotent, if this were possible, another grade of govern- 
ment. 

In regard to salaries, another type of exemption is found m the 
provisions of state and federal income tax laws. The provisions 
of statutes change from time to time, but whatever their com- 
position, certain deductions are allowed, such as for dependents, 
or a portion of earned income; these are to all intents and purposes 
exemptions. But, in addition, exemptions are allowed for incomes 
below certain amounts. Incomes below a certain net figure are 
freed from the payment of surtax. This, again, is not entirely 
according to any principle of taxation. Such exemptions are some- 
times for social, sometimes for administrative, reasons. 

For some time there have been persons in Congress who have 
been urging the lowering of the exemptions on personal and cor- 

'H. C. Adams, The Science of Finance, p. 318. 
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porate incomes. Bringing the lowest incomes within the range of 
the tax collector is mainly a matter of driving home to the majonty 
of citizens the idea of good citizenship. Of necessity, the rate would 
have to be low, taxable incomes small, and the amount collected 
also small. All things considered together, the trouble of collecting 
and checking returns would hardly be worth the effort to cover the 
added amount into the Treasury, This practical difficulty has 
had much to do with determining the point where the income tax 
should begin. Something might be gained by putting people in 
the low ranges to the trouble of making returns, thereby making 
them tax conscious, that is, aware of the existence of the tax 

Another remark should be added on the matter of exemptions. 
It may be taken for granted that one of the main ideals of the 
state is to perpetuate itself, or better, to gain continuous existence 
with advancing standard of life for its citizens. For this purpose 
adequate revenue is necessary. Thus it may be taken as a maxim 
of government finance that the sources from which incomes arise 
should not be impaired; in other words, tax measures should not 
dry up the sources from which the government gains its support 
Whether or not this involves the question of exemption depends 
upon conditions New or rising industries with an ultimate 
promise of a successful future may be compelled to labor for some 
years under adverse conditions. To burden them further with a 
tax might be the critical factor which decides whether they live 
or die. Under such conditions temporary tax exemption may be a 
desirable policy. But it should not be made a condition of con- 
tinuous existence of such enterprises. 

Hitherto little or nothing has been said about the taxation of 
productive property (perhaps commercially productive) in the 
hands of government. Should it be kept exempt from taxation? 
In some cases, government has a monopoly of production and dis- 
tribution; in others it is merely a competitor with private enter- 
prise. In not a few cases, the state engages in certain economic 
endeavors as instrumentalities of government; in other cases, as 
one of the competitive enterprises. 

First as to monopoly: Various purposes are involved. Some- 
times exclusive government operation of certain types of public 
functions is associated with the idea of sovereignty, as with the 
coinage of money, fixation of weights and measures; sometimes 
the object is to gain cheaper service than is thought to be possible 
with the private conduct of a given business, as with some present 
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power developments in the hands of the federal government; 
sometimes the purpose is to render a service below its actual cost, 
with the expectation that people of small means will gain an 
advantage which they could not otherwise obtain; still another 
purpose is to carry an enterprise through its development stage 
with the expectation that ultimately, when it has been put on a 
pa 3 dng basis, it may be turned back to private operation, an idea 
that was once involved in the Shipping Board fleet, now the 
Maritime Commission. With full knowledge of cost conditions, 
vessels were often operated over non-paying routes for the purpose 
of developing the trade. In some cases the purpose may be to give 
government a better control than would be possible with private 
operation over the sale of some commodity that is thought to be 
injurious to consumption, as in some instances with the regulation 
of liquor traffic. Then, finally, government may use monopoly for 
the purpose of adding to its revenue, if it is willing to charge what 
the traffic will bear. 

Whether or not a government is entitled to exemption of its 
property and service depends upon the purposes involved. For 
example, it does not accord with reason that where the purpose is 
added revenue, a government should tax itself. Here the real 
issue is whether greater revenue would result under government or 
private operation. Government monopoly operations are much 
more prevalent in some European countries than in the United 
States, where the mam idea has been to render a service at or 
below cost, as with water supply and power in the case of local 
units, and the post office and a few great power projects in the 
case of the federal government. European government monopolies 
are mainly for revenue; in some instances, as the post office and 
telephones of England, such organizations contribute a matenal 
sum to the government treasury. Monopoly control is most com- 
monly applied to tobacco, alcohol, salt, gunpowder and other ex- 
plosives. A few countries operate national lotteries, a device not 
uncommon with some of the Latin American countries 

Nor should government monopolized railway service be over- 
looked. It would not be far from the fact to say that government 
ownership and operation of railways is a more general condition 
over the world than private ownership. Here, however, other 
factors than revenue are sometimes uppennost, as for example, the 
promotion of domestic and, through low export rates, of overseas 
commerce; or sometimes the projecting of railways into areas 
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where private capital hesitates to venture, as with some Latin 
American countries and Australia. In many of these cases railway 
operation is a burden on the national treasury rather than a 
source of income. 

The reason for tax exemption in the case of operation for 
revenue is largely a matter of convenience. So far as private 
industry is concerned it does not matter one way or the other, 
except that such industry is denied the opportunity of making 
profit from enterprises which government monopolizes. Whether 
there would be profit or not would depend on tax rates, prices at 
which commodities would have to sell with the tax added, willing- 
ness of consumers to buy at advanced prices, and other factors. 

Tax Exemption for Public and Private Enterprises. The ques- 
tion of tax exemption for government industries which compete 
with private enterprise opens many issues, some of which are 
impossible of satisfactory solution. The reason is that industrial 
operation by government often involves a philosophy of functions 
of state; in this case there are no generally accepted norms which 
may serve as a basis for decision. 

The main elements in a program of government competition 
with private enterprise include (1) the purpose of forcing down 
prices of essential goods and services; (2) the breaking up of 
monopoly; and (3) the driving of as many spearheads as possible 
into private enterprise with the expectation that, eventually, itmay 
be driven out of existence — that is to say, the socialistic goal. If 
the purposes involved in topics 2 and 3 are approved by the 
electorate they could, and should, be achieved by more direct 
methods than by government competition. 

For example, the question of reduction of prices is a matter 
of business policy which, if government sees fit, can be reached 
through its power of control or, if necessary, of stimulation. 
Further, if the intention is to supplant private enterprise by 
government ownership and operation, the proper method is by 
decision of the people. If that decision favors the policy of govern- 
ment ownership and operation, the issue has been settled directly. 
This matter is of such vital interest as to require the sanction of 
the electorate who have been informed as to the advantages and 
disadvantages of the proposed system. 

A decision to change the form of ownership involves questions 
of fiscal policy. Under any system of industrial ownership there 
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are certain essential services which government must render — 
education, medical care, hospitalization, police and fire protection, 
provisions for the aged and infirm, and others. These services 
require governmental expenditures and income The additional 
income might be obtained in two ways: first, by heavier taxation 
on the remaining private industries, which would mean a further 
strain on those enterprises; or by increasing the charges or rates 
made by government industries to cover their share of the cost in 
maintaining essential government services These increased pnces 
or rates would actually be a disguised form of taxation upon the 
consumer. 

With respect to tax exemptions for government enterprises 
which compete with those in private hands, that policy involves 
doubtful features. The revenue lost by government by such ex- 
emptions must be made up elsewhere. Many local units of govern- 
ment in the TVA area are now troubled with this problem. Some 
of them have depended to a considerable extent on taxation of 
public utilities for revenue. Either old sources must be taxed 
more heavily or new ones found. The people of these localities 
may gain in the form of lower power rates, but they also lose by 
the new, or higher, taxes they must pay because of the loss of 
private utility revenue. It is safe to say that these new levies 
come back to consumers of electric power through the intricate 
process of tax shifting. In other words, the savings in charges 
for power are not a net gain, if there is a gain at all. 

Competition of this description dries up sources of income. If 
the policy were widened to cover a large number of important 
industries, such as railroads, petroleum production and refining, 
operation of coal mines, the loss of revenue would be considerable, 
unless government adopted the plan of taxing itself in the same 
manner and to the same degree as industries are taxed under 
private regime. In that event, the issue would resolve itself into 
the question: “Which system provides the best and cheapest 
service?” As yet there is no factual answer. Of course, in the case 
of loss of income because of competition with private enterprise, 
government may adopt a policy of economy and retrenchment. 
But in view of the modem demands made upon government it is 
not likely that this method would be favored. 

Tax-exempt Government Securities. While for many years 
there has been an undercurrent of discussion relative to the 
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feasibility of complete or partial exemption of federal and state 
securities from taxation, interest in the issue has been greatly in- 
tensified during the last decade and a half. One reason is the 
enormous increase in government securities outstanding. In 1913 
the issues of the United States, upon which interest was exempt 
from normal income tax and surtax, amounted to only $966,000,- 
000; and the issues of states and subdivisions, exempt under the 
same conditions, amounted to only $4,528,000,000. In view of the 
relatively small amount of such issues in existence, it was hardly 
worth the effort to debate the question of how much governments 
would gain or lose by the removal of exemptions. Besides, at that 
time, most authorities took it for granted that taxation of govern- 
ment securities would increase the cost of financing. But with 
the great increase in borrowing, notably since 1920, it has seemed 
worthwhile, mainly to federal tax officials, to re-examine the whole 
question. For example, in 1937 the amount of federal securities 
exempt from normal income tax and from surtax was $15,065,- 
000,000; in addition, some $16,087,000,000 enjoyed exemption 
from normal tax, but not from surtax. The total of state and local 
divisions outstanding in this year was $19,152,000,000 (Interest 
exempt from normal income tax and surtax.)® In 1940, all newly 
issued federal securities were made fully taxable. 

Another factor responsible for the greater interest in this 
matter of tax exempt securities has been the enormous increase 
in expense of government. This calls for a study both of methods 
of economizing in government cost, and of search for new sources 
of income. Thus it is no longer a matter of academic discussion, 
but of practical interest. Meanwhile, many new arguments have 
been added for and against the policy of exemption. Some of the 
points of contention are: 

(1) Whether there would be a net gam or loss to federal and 
state governments by the removal of exemptions. 

(2) The effect of tax exemption on business activity, including 
new investments (risk capital) in industry. In the words of C. 0. 
Hardy, “It is claimed that tax exemption brings about an un- 
desirable distribution of investments.”'*' And continuing the same 


®See data in StahsUcal Abstract of the United States, 1938, p. 210* Prior to 
1918 there were no issues outstanding which were exempt from normal tax but 
not from surtax. 

'^Tax-Exempt Securities and the Surtax (New York: The Macmillan Com- 
pany, 1926), p. 30. 



526 


Public Finance 


[Ch 20 


thought, what actually happens is that “the very nch become the 
chief owners of these securities They are the men who ought to 
be taking the industrial chances, who by reason of their great 
wealth can best afford to take risks, who by their accumulation of 
large wealth have proven their business capacity.”® This argu- 
ment also runs that by putting their funds in government securities 
they are denjdng business enterprises the benefits of their accu- 
mulations. 

(3) The operation of exemptions thwarts the principle or 
“ability to pay,” and is inconsistent with the progressive feature 
of the income tax. 

(4) The political question, mainly a contest among various 
grades of governments for “cheap money” and the unwillingness 
of state authorities to give up their pnstine right of exemption 
from taxation by an outside authority. 

In addition, various minor assertions creep into the discussion. 
It has been claimed that tax exemption encourages “municipal 
socialism” since by cheapening the borrowing rates it encourages 
local governments to engage in various public ownership enter- 
pnses; it is claimed also that under the regime of exemptions the 
rich escape their fair burden of taxes; that tax exemption for state 
and municipal bonds is a subsidy for highway construction, the 
erection of public buildings, and such luxuries as parks, museums, 
and zoos. Some persons claim that by removal of exemptions on 
new issues, the value of the old would be enhanced, thereby bring- 
ing an unearned gain to the holders of such issues. It is evident 
that some of these contentions are conflicting; but on this point 
there is nothing unusual; every government policy involves, both 
for government and people, some advantages and some disadvant- 
ages. The real problem is to select the policy that contains the 
greatest net advantage, after consideration of the disadvantages. 

The point of view held by the Treasury Department, as ex- 
pressed by Undersecretary John W. Hanes, is as follows: “The 
discontinuance of further issues of tax-exempt securities is desir- 
able because such securities (a) undermine the effectiveness of our 
progressive tax system; (b) interfere with the flow of investment 
into private enterprise; and (c) deprive the federal government of 
income which otherwise might be obtained.”® 

‘Ilnd., pp. 27, 33, and 40 

‘Wall Street Journal, July 12, 1939. 
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The effect of exemptions on the progressive tax system must 
be considered first. A person who elects to put a portion, or per- 
haps all of his investments in tax-exempt secunties must be content 
with the low interest rate which such bonds yield On the other 
hand, he may put his funds into productive industry where he is 
subject to the advancing scale of tax rates. In many instances, the 
investor conserves a larger portion of his income by investment in 
government securities than by investment in business enterprise, 
in other words, government is often a strong competitor with 
private industry for capital. 

Of course, other matters than tax exemption are involved in 
his judgment as to a course of action. He does not pay a tax on 
his income until it is realized. Hence, barring such legislation, he 
may reinvest a portion of the net income in his business, or if he 
is not engaged in business himself, he may put funds in the so- 
called “growth industries,” trusting to the prospective increase in 
value of such properties to take care of the increments on his 
savings. 

Further, with regard to the contention that tax exemption 
“severely undermines the effectiveness of a progressive tax sys- 
tem,” this issue is apt to be greatly overemphasized. The sacred- 
ness — if it may be called that — of the principle of ability to pay, 
as measured by progressive taxes, is so often violated in the 
present tax systems, whether of federal or state governments, 
that emphasis on tax exemption as diminishing the significance of 
that principle loses much of its weight. Sales taxes, gasoline taxes, 
property taxes, all of which are large producers of revenue, and 
all of which bear heavily on the final consumer, are levied without 
much thought of ability to pay In fact, if there is a general rule 
in tax matters it seems to be that of expediency; the more or less 
abstract principles of justice in taxation have dropped into the 
background, at least in the present tax systems. 

The second contention, namely, that tax exemption interferes 
with the flow of investment capital into private enterprises, be- 
comes a question of fact and, unfortunately, some of the signifi- 
cant facts are not available. Tax exemption is undoubtedly one 
of the facts the prospective investor takes into account. But he 
considers also the conditions of the particular business in which 
he might invest, the conditions of business in general, the laws of 
the country affecting business, the trend of the times, among 
many other things. He may not invest at all, letting large portions 
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of his wealth he idle. These are only some of the possibilities. 
Thus to assume that a man has only two choices, one to invest in 
tax-exempt securities, the other to invest in business, and that 
there are no other opportunities open, is too naive for consider- 
ation. 

The third point, that the removal of exemptions would pro- 
vide a net gain to government, unfortunately is a statement based 
upon estimates, and consequently, is merely a forecast of expected 
results. As has already been said, certain federal, state, and local 
securities still bear contract stipulations providing exemptions 
from normal income tax and surtax, which can be eliminated only 
when they are refunded. Fortunately, the amount of federal 
securities thus exempt is very small. No one can say at present 
where these exempt bonds would stand under court decision; but 
their legality would undoubtedly be sustained. At any rate, grant- 
ing that events turned out favorably for the government, the 
amount added to government income by removal of exemptions 
would not be large compared with the total that is presently 
obtained. If governments are embarrassed by unbalanced budg- 
ets, a far more feasible plan would be to search for methods of 
reducing expenditures. What was said in this paragraph has no 
beanng on the justice or injustice of the proposal to remove ex- 
emptions, but merely on the fiscal aspect of the issue. 

Other Types of Tax Exemptions. It would not be far from the 
truth to say that each new form of taxation brings in its train 
exemptions of some kind. Meanwhile, the demand for exemptions 
on the older forms is constantly widened and deepened. Along 
with the development of taxation goes the related movement of 
freeing certain persons, commodities, and property from the im- 
post This movement has been observed in the development of 
the income tax; the same feature made its appearance with the 
introduction of taxes on motor fuel used in farm machinery, and 
the vanous exemptions granted by states which use the sales tax. 
The statute in Illinois, for example, provides for tax deduction of 
all gasoline used in farming. 

The rapidity of economic development in the United States, 
notably in the last forty years, and the eagerness of certain states 
and municipalities to share in this growth, has led to special tax 

‘“C. 0. Hardy, op. cit., p. 41. 



Ch. 20] 


Tax Exemptions 


529 


treatment of certain types of industries and, in many instances, 
to exemptions. Some of these have been called “developmental 
exemptions A rather long list of states falls in this category. 
About 1930 “Virginia exempted products of domestic agriculture, 
while Arkansas, California, Idaho, Maryland, Oklahoma, and 
Tennessee exempted growing crops At least two states, Alabama 
and Mississippi, have provided for the exemption of manufactunng 
establishments. In the latter case the exemption was limited to 
the first five years of the existence of each establishment. In 
Georgia, Kentucky, New York, Rhode Island, South Carolina, 
and Vermont the local units are authorized to grant exemptions 
to manufacturing establishments. In each case the exemption 
must be limited to a definite period, usually five years.”^^ Those 
are only a few illustrations Developmental exemptions may be 
set up in various ways, and may apply to a considerable assort- 
ment of industries, or even to industries in general 

Factors m this policy are sometimes matters of tax pressure 
or diffusion, which upon occasion provide incentives for industries 
to move to lower pressure areas, sometimes to competition among 
states, or even municipalities, to encourage the location of in- 
dustries. Whether or not an industry will move from high tax 
pressure areas depends partly upon the problems and difficulties 
involved in the migration. Industries involved in the production 
of raw materials, such as farm, mining, and timber products, must 
stay in the areas in which the resources are located. But given 
time for adjustments, other enterprises, like manufacturing and 
service industries, may take advantage of tax concessions. 

States are sometimes both attracted and impelled by the policy 
of exemption for industries. More industnes mean more wealth 
for the state, wider tax bases, and larger means for the support of 
its functions. On the other hand, more industries mean a larger 
draft on the state’s financial resources. Whether there are net 
benefits, through industrial promotion, over the tax exemption is 
open to question. 

States are often impelled in the direction of tax exemptions 
by similar policies of other states. “It is immaterial that the same 
threats to migrate are used on all state legislatures and that the 
threats are not often made good. So long as the possibility appears 

^^State and Local Taxation of Property (New York. National Industrial 
Conference Board, Inc., 1930), p. 30. 
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to exist, those mdustnes will have an advantage in state and local 
taxation.”^® 

As illustrations of this type of pressure: “Interstate competi- 
tion of this kind is a reason that some states have, for example, 
failed to adopt corporation income taxes, or have allowed an 
especially low assessment of manufactunng machinery. Florida 
m 1924 passed a constitutional amendment forbidding the imposi- 
tion of income or inheritance taxes, and advertised the fact 
widely. Many states have provided special exemptions from the 
general property tax for particular industries.^® A survey in 1929 
revealed constitutional or statutory provisions that granted some 
measure of tax exemption to manufacturing property m fourteen 
states. The exemptions were for limited periods, usually not over 
five or ten years. The exemption was rarely in the constitution; 
sometimes it was provided by statute; frequently it was granted 
only by vote of the municipal legislature or by the electors.”^® 

A more recent movement has favored the exemption of dwell- 
ings, or sometimes “homesteads,” however defined. Florida’s 
constitution provides for exemption of homes of less than $5,000 
value, provided they are occupied by the owner. No doubt social 
reasons, in the broad sense, as well as economic, are involved in this 
move. It is partly a matter of granting favors to small home 
owners; herein a political motive is often involved. Possibly 
another reason is the inability of the tax authorities to apply 
graded taxes to real property, and, as a result, exemption is the 
easiest way out. This device, however, does not reach the tenant 
who sometimes is in a worse financial condition than the home 
owner. 

In some instances exemptions apply to capital investments or 
to improvements. An illustration involving the federal govern- 
ment was the Merchant Marine Act of 1920, which exempted 
shipping companies engaged in foreign trade from excess profit 


^^Famng the Tax Problem (New York- Twentieth Century Fund, Inc., 
1937), p. 149 

iqnheritance tax provision later repealed. 

^®See also Jens P. Jensen, Tax Exemption as Means of Encouraging In^ 
dustry, Kansas Studies in Business, No. 10 (Lawrence, Kan , 1929). 

^^Faeing the Tax Problem, p. 148 See also extensive notes, same volume, 
p. 545, giving various illustrations of threats of enterpnses to move from states 
which proposed higher taxes Also extensive discussion in Tax Exemptions, 
publication of Tax Policy League, Inc , New York, 1989 

^’’Facing the Tax Problem, p. 295. 
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taxes, provided the exempted sums were invested in new vessels 
together with a certain amount of new capital.^® 

In a few instances the ideas which lead to the exemption of 
improvements may be traced to the single tax doctrine. Here the 
thought is that natural agents are the sources of unearned incre- 
ments in value, to which owners are not entitled; these unearned 
increases should be taken by the state. It is believed by the ad- 
vocates of this doctrine that enterprise will be encouraged by 
relieving productive effort of tax burden. The fact has already 
been mentioned that, for totally different reasons, some states 
either tax at low rates, or exempt entirely, mines, oil, and timber 
resources. The purpose here is to promote the conservation of 
natural resources 

Tax Comity Among Nations. Many citizens of one nation 
receive income on investments in another country. In such in- 
stances, both the nation of domicile of the income taker as well 
as the country in which it was earned could tax the return, thereby 
subjecting it to double taxation.^® The United States has been 
taking an active lead in working out reciprocal taxation policies 
with other countries. Since 1939, the United States has signed 
tax conventions with Sweden, Canada, and France A similar 
treaty, ratified by the Senate, with the United Kingdom and 
Northern Ireland will give many American and British individuals 
and companies relief from double taxation. Because of retroactive 
features of this treaty, some corporations and individuals will be 
able to claim refunds from taxes paid in the United States and 
Britain for the year 1945. 

This United States-British tax treaty will eliminate or mini- 
mize double taxation between the two countries by two methods 
In some cases, an individual or corporation is given a tax credit 
in one country on taxes he has paid in the other country. In other 
cases, each country agrees to exempt altogether an income on 
which a tax has been paid in the other country. The agreement 
covers income taxes, including surtaxes, excess profits taxes, and 
the British national defense contribution, but not taxes levied by 
state, provincial and municipal governments. A separate treaty 
gives similar relief from double taxation on estates of deceased 
persons. 

i*Isaac Lippincott, Economic Development^ of the United SMea, p. 620. 

^®See E. R. A. Sehgman, DovMe Taxation and International Fiscal Co- 
operation (New York: The Macmillan Company, 1928), pp 37 ff. 
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Americans working or just living in Britain and British citizens 
in the United States are affected. The treaty also affects Americans 
and Britons at home drawing income from sources in the other 
country. In addition to individual income, the income of business 
enterprises with permanent establishments in both countries will 
benefit from the new tax rules. 

Under the agreement, an American who receives a dividend 
from a British firm will pay no British surtax on the dividend if 
he is not engaged in business or trade in the United Kingdom. 
On the other hand, a British investor will receive a substantial 
reduction in the United States tax he is now required to pay on 
American dividends. The reduction is from the present rate of 
30 per cent of the dividend to 15 per cent, with the new rate of 
only 5 per cent in the case of certain British corporations recemng 
dividends from the United States. 

Interest paid by a British firm to an Amencan will not be sub- 
ject to a British tax imless the American is engaged in business 
in Britain. Similar exemption is given by the United States to 
American interest payments to Britons. 

Neither country will collect a tax on royalties paid to citizens 
of the other country for use of copyrights, patents, trade-marks, 
and motion picture films. That will benefit such groups as authors, 
song writers, inventors, and certain corporations. The United 
States, however, will collect a 15 per cent tax on royalties paid to 
British citizens by American mines, oil wells, as well as rent pay- 
ments for United States real estate. This is a reduction from the 
present tax of 30 per cent. Such royalties received by Americans 
from British sources are exempt from British surtax. 

An American who works in Bntain for an American firm 
usually does not have to pay a British tax on his salary for six 
months. But the British government can tax his salary after six 
months, or can tax it earlier if he plans to stay for a long period. 
The treaty assures exemption from British taxation of salaries of 
Americans visiting Britain for less than six months, so long as they 
are paid from home. That applies to entertainers, actors, mu- 
sicians, and athletes, as well as to businessmen. Similar exemption 
IS given to Britons visiting the United States. 

Professors and teachers who go from one country to the other 
to teach are exempt from taxes on their salaries in the country 
they are visiting, for two years. Similarly, students and business 
apprentices will not pay taxes on money received from home for 
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maintenance and education during the period of full-time study 
or training. 

Also, the British government does not tax the salaries of 
American citizens who are working for the United States govern- 
ment, such as embassy employees, and vice versa. Likewise, 
government pensions are not taxed in the country where they are 
received. Private pensions and annuities are not taxable in the 
country from which they are paid, but can be taxed by the country 
in which the recipient is living. 

A business can be taxed on its profits in the country where it 
operates, if it has there a permanent establishment, such as a 
branch, management, factory, or other fixed place of business. 
Sometimes, however, a firm can carry on business affairs through 
an agency or purchasing unit in the United States or Britain 
without being subject to taxation in the coimtry where the trans- 
actions are handled. 

Special treatment is given business profits of shipping and air 
transportation firms. Profits of such firms registered in one 
country are not taxable by the other country. 

The United States or Britain, on its tax bill, gives a credit 
based upon the amount of tax paid in the other country by a 
company or individual. Actually, this is an extension to British 
laws of a principle already followed in the United States. That 
principle limits the amount of tax deduction allowed as a credit 
for taxes paid in other countries. Checkups can be made through 
exchange of tax information by the two governments. 

A British citizen who is not engaged in trade or business in 
the United States does not have to pay a tax on gains from sale 
or exchange of capital assets. This provision has been criticized 
on the ground that it gives a British trader in capital assets an 
advantage over Amencan taxpayers. British laws do not levy a 
tax on capital gains where capital transactions are not the major 
business activity of the taxpayer. 

In general, any individual or company that paid, on 1945 in- 
come, a tax that would not have been required if the treaty had 
been in effect, may claim a refund. For United States taxes, the 
treaty is retroactive to January 1, 1945, and for British taxes, to 
April, 1945. Refunds are claimed by taxpayers from the govern- 
ment that collected the excess tax. 

Principal changes affecting American estate taxes and British 
estate duties result in giving credit to each country for taxes paid 



534 


Public Finance 


[Ch. 20 


on estates m the other country. Agreement is reached on procedure 
where both countries tax the same estate on the basis of domicile 
of the deceased person. Claims must be made within six years 
after death. 

At first the agreement covered only the United Kingdom and 
Northern Ireland. But provisions are made for either country to 
extend coverage to its overseas territories, colonies, protectorates 
or mandated areas. 

The Free Tariff List. In the discussion of exemptions, not 
much was said about duty-free articles imported into the United 
States. A surprisingly large percentage of foreign commodities 
falls in this category. Such articles are totally or partly exempted 
from the payment of tariff duties. Notwithstanding the increasing 
level of tariff rates, notably since 1892, the value of goods imported 
under the free list has steadily increased. The annual average 
from 1901 to 1905 was 44.81 per cent, and for the five years ended 
1935 it was 63.11 per cent. The increase in the value of duty-free 
goods is due largely to the growing importation over the last forty 
years of certain raw products, such as rubber, tin, and silk of 
which the use has grown enormously. 

In some cases the exemptions are for the purpose of giving a 
price advantage to certain classes of importers or articles imported, 
such as agricultural implements and manufactured goods. The 
free list includes articles which are not competitive, or at least not 
seriously competitive, with goods produced in the United States, 
as is the case with raw silk, essential oils, tin ore, rubber, cocoa, 
various tanning materials, scarce drugs, and chemicals. For the 
promotion of educational, religious, or aesthetic interest, exemp- 
tions apply to books, engravings, etchings “imported by author- 
ity” or for use of the Library of Congress, books and pamphlets 
printed wholly or chiefly in languages other than English, and • 
professional books. Possibly as a concession to stamp collectors, 
the free list includes postage or revenue stamps, canceled or un- 
canceled, and govertiment stamped envelopes or post cards bearing 
no other printing than the official imprint. 

Tariff policy, whether with respect to dutiable or free goods, 
involves the whole question of protection and free trade. Revenue, 
of course, is always an object, sometimes the most important one, 
depending on the foreign trade sentiment of the legislative body. 
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Effects of Exemptions. Many reasons are given for exemptions, 
among which are relief for the less favored elements in society, 
attraction of industries, or retention of those which might migrate, 
difficulty of administration where evasion is easy or where the 
aggregate income would be so small as to make tax collection a 
nuisance, and public property and secunties as a recognition of the 
sovereignty of government. 

On the whole, administrative officers of government are op- 
posed to exemptions. They are officers of the state, their task is 
to obtain revenue to meet the needs of government. Legislative 
bodies which, in most cases, grant the exemptions, are inspired 
by many, and sometimes by confficting, reasons. Some of these 
reasons are based purely on moral principles; others rest upon 
expedience, without thought of equity. Those who oppose ex- 
emptions present the need of a broadened tax base, and they urge 
that every exemption narrows this base “and therefore results in 
an inequitable shifting of tax burdens from one group of taxpayers 
to another group . . 

Specific tax exemption, that is to say, for given persons, com- 
modities, or industries, does not mean general exemption. If the 
state requires a given amount of funds, these must be raised by 
taxation. The burden of exemptions is thus shifted to other persons 
or industries, but it may, and probably does, come back to the 
exempted person in other forms. The routes by which the burden 
returns are operative through the intricate process of shifting, 
and through influence of tax pressures. This means that the com- 
munity as a whole pays for the exemptions, although in most cases 
this fact is not evident. 

The matter of exemptions under special taxes will be con- 
sidered in the chapters covering these taxes. 

Summary. Escape, shifting, and exemption, as they relate to 
the burden of taxation, should be kept separate. Exemption refers 
to that property or service which the law does not require to be 
listed for tax purposes. The amount of property in the United 
States that need not be so listed runs into the billions of dollars. 
Churches, schools, cemeteries, eleemosynary institutions, hos- 
pitals, parks, playgrounds, museums, non-stock, non-profit cul- 
tural associations, to say nothing of property used by the federal, 
state, and local governments for public purposes, are not required 

2 ^ State and Local Taxation of Property^ p. 34. 
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to be listed for tax assessment. This is not to say that the property 
and income of these various institutions are tax-free. Each pays 
taxes indirectly through the processes of shifting and pressure. 
To be tax-free means to be relieved of assessment, levy and col- 
lection of direct taxes; it does not mean exemption from tax 
burdens that may be imposed indirectly. 

Exemptions are sometimes allowed for practical reasons. In 
the ease of income, property, and sales taxes, exemptions are 
based on a minimum standard of living. Personal and intangible 
property are sometimes exempt because of the practical impossi- 
bility of getting them on the tax books. A portion of corporate 
income is exempt to provide tax-free capital. To avoid double 
taxation among the states and between the United States and 
foreign nations, certain compacts and treaties have been made in 
regard to exemptions of incomes paid to foreign investors. 

The single taxers advocate exemption of all personal property 
and improvements on realty. They justify their contention on the 
ground that personalty does not yield a produit net, and, to exempt 
improvements on realty would encourage its full uses. 

There is an ethical side to tax exemptions. It has been abused 
by creating a privileged group who enjoy all the advantages of 
government without contributing to its support. This is especially 
true of tax-exempt government securities. 

TEXT QUESTIONS 

1. What are some of the problems in collecting a tax on personal 
property? 

2. How would you justify tax exemptions? What groups should be 
exempt? 

3. Discuss the problem involved in the taxing of state property. 

4. What reason can you give for exempting new industries from 
taxes? What are developmental exemptions? 

5. Explain why government enterprises may not be subject to taxes. 

6. For what reasons may the government compete with private 
enterprises? 

7. What effect may untaxed government competition with taxed 
private industry have in the long run in respect to government 
revenues? 

8. Discuss fully the question of tax exempt government securities 
on a historical basis since 1913. 

9. What is the effect of tax-free government securities upon private 
enterprise? 

10. Discuss the effect of tax-free government securities on progressive 
taxation. 
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11. How may tax exemptions granted by states affect industry and 
interstate commerce? 

12. Discuss thoroughly tax comity between nations. How have the 
United States and England settled this problem? 

13. Discuss thoroughly the free tariff list. 

14. How may tax exemptions in general be justified? 

15. How do single taxers justify the exemptions of personal property 
and improvements on realty? 

16. Discuss the exemption from taxes of entire classes of people as 
was done in France before the French revolution. 

APPLICATION PROBLEMS 

1. Can you make out a case for or against the contention that com- 
plete exemption of government securities would make for more 
efficient debt management? Can you also make out a case to 
the effect that holders of tax exempt government securities are 
not really enjoying tax exempt privileges but are in fact being 
taxed by other devious and indirect means? 

RESEARCH TOPICS 

1. Consult the tax laws and statutes of your state and city and make 
a study of the kinds and types of property and income which are 
exempted by constitutional provisions and by statute from tax- 
ation. Can you arrive at its valuation, and therefore estimate 
the loss in revenue to the state or the city? 

2. Does your state have any comity of arrangements with any 
other state in regard to exemption of property or income which 
may be taxable in both jurisdictions? Examine especially into 
such cases as income, estate, inheritance, and use taxes. Could 
your state enter into such comity of arrangements in regard to 
exemption with foreign powers? 
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PART V 

GOVERNMENT INCOME 




CHAPTER 21 

TAXATION OF GENERAL PROPERTY 


Governments of all grades must have revenue. This revenue 
IS derived principally from five general sources, namely: public 
domain; government owned and operated enterprise; administra- 
tive revenues, such as fines, fees, licenses and special assessments; 
taxes of all kinds on property and income, including customs 
duties and excises; and credit or borrowing. The issue of ir- 
redeemable paper money by the state is such an extraordinary 
method of income, at least in the United States, that it should 
not be regarded as one of the usual sources, having been used 
by the federal government but once when the greenbacks were 
issued during the Civil War period. This method of creating 
purchasing power for the state is never used by any govern- 
ment until all other sources of income have been exhausted. 
But when the state does issue irredeemable paper money it, in 
effect, takes property or value from the people for public pur- 
pose through inflation of general prices, and therefore should be 
regarded as a species of taxation in disguise instead of a type of 
forced loan as some prefer to call it Confiscation as a source of 
income to the federal and state governments in the United States 
is also to be disregarded, because under the Fifth and Fourteenth 
Amendments to the Constitution, property cannot be taken for 
public purposes except by just compensation ^ 

There are those who deny that public credit, or borrowing 
by the state, should be regarded as one of its sources of income, 
because such sums must be returned with interest to the lender 
at a later date. But, on further thought, public borrowing is 
merely taxation in advance, because of subsequent levies to repay 
the debt. Of all these sources of revenue, modern governments 
rely on taxation and public borrowing for almost their entire 
income. 

Since many phases of the general property tax have been 
discussed elsewhere, only such aspects as its history, problems 

^Brown-Porman Co. v. Kentucky, 30 S. Ct. 578 (1910); Colgate v Har- 
vey, 66 S. Ct 252 (1935); Knowlton v. Moore, 171 IT. S 41 (1900); Alaska 
Fish Co V. Smith, 266 U S. 44 (1921). 
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in administration, incidence, and defects will be presented in 
this chapter. 

Importance of General Property Tax. The general property 
tax IS the one tax which state and local governments, especially 
the latter, claim as their own particular source of income. Upon 
only a very few occasions has the federal government ever 
attempted to invade this field: in 1798 with a direct tax designed 
for apportionment among the states, to be applied against dwell- 
ings, slaves, and land; again during the War of 1812, with a 
yield of $4,000,000; and also during the Civil War, when a levy 
of $20,000,000 was apportioned among the states In at least 
two of these cases the tax may be regarded as an emergency 
measure to obtain urgently needed revenue. To the federal govern- 
ment the general property tax is, therefore, a constitutional source 
of income; but its proper administration is difiicult, if not impossi- 
ble, and, as with the states, it is very inequitable among the tax- 
payers. 

The general property tax is the principal source of revenue 
for local governments, and contributes substantial sums for the 
support of most states. Considering the country as a whole, in 
1932 the general property tax supplied $4,684,784,000 out of 
$6,357,747,000 total tax receipts of state and local governments, 
or about 73 per cent of their total income; in 1941, it yielded 
$4,689,000,000, or 56 per cent of all their income. This decrease, 
about 23 per cent between 1932 and 1941, in the use of the general 
property tax is due in part to many states dropping it as a source 
of revenue and resorting to other forms of levies. If the combined 
revenue for federal, state, and local governments is considered, 
in 1941 the general property tax yielded about 31 per cent of the 
total 

The particular significance of the general property tax in the 
support of the states and local governments in the United States 
is shown in the table on the opposite page.® 

According to the above data, general property taxes contrib- 
uted in 1942 approximately 5 44 per cent of the tax receipts of 
the states; they supplied counties 96.05 per cent; cities, 87.14 
per cent; townships, 92.47 per cent; school districts, 99.88 per 
cent; and special districts, 100 per cent. Of the various local 

^Government Finances in the United States, 191t,2, Bureau of Census* 
Washington, D C , 1945, p 27 
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REVENUE RECEIPTS FROM PROPERTY TAXES, 1942 
(State and Local Governments) 


(000 omitted) 




Taxes 

Per Cent 
From 
Property 
Tax 

Units op 
Government 

Total 

Taxes 

From 

General 

Property 

Tax 

From 

Other 

Tax 

Sources 

States 

$4,974,765 

$ 270,939 

$4,703,826 

5 44 

Counties 

933,820 

896,972 

36,848 

96.05 

Cities 

Pop. over 25,000 
Pop under 25,000 

1,948,652 

376,718 

1,693,564 

332,708 

255,088 

44,010 

86 90 

88 32 

Townships 

278,484 

257,498 

20,986 

92.47 

School Districts 

1,078,831 

1,077,470 

1,361 

99 88 

Special Districts 

89,687 

89,687 


100 00 

Grand Totals 

$9,680,957 

$4,618,838 

$5,062,119 



units of government, cities used the general property tax in 1942 
least of all, largely due to the fact that so many other sources of 
income were available to them. Thus, revenue from the taxation 
of general property is a very important element in the support 
of various grades of local government; and the smaller the unit, 
the more important and equitable it is. As a source of income for 
the states, however, it has been declining in relative importance, 
especially since about 1930. For example, in 1932, general property 
supplied the states with about 19.7 per cent of them total in- 
come; in 1942, 5.44 per cent, or a reduction of 73.2 per cent in 
its use by states during the decade. According to the total state 
budgets for 1945-1947, the yield from general property also 
showed a material decrease, ranking sixth in importance among 
all sources as a revenue producer. 

In recent years the states have had the good fortune to tap 
large and rather diversified sources of income which are not 
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available, at least in considerable amounts, to the local divisions. 
In 1932, for example, motor fuel and motor vehicle licenses con- 
tributed about 44 per cent of the revenue income of states. This 
new item of income appeared after 1900, and has become of 
considerable importance, especially in recent years. Many states 
levy income taxes, both individual and corporation, and these, 
together with inheritance taxes, contributed about 8 per cent 
of the total revenue of the states in 1932. At present, a few 
states, like Illinois, have been able to discontinue entirely the 
general property tax as a source of revenue and to rely upon 
other sources to supply their needs without materially affecting 
their total volumes of income; in fact, their total receipts have 
been larger. 

History of the Property Tax. A tax on land, or on real estate, 
is one of the most primitive of all levies, dating back to a very 
early period in history. It was one of the few available sources 
when types of property were undiversified, even before personalty 
became of any importance. But with the growth of wealth, which 
usually means the appearance of many kinds of personal property, 
government, whatever its form, began to take cognizance of 
these new economic conditions and to adjust its tax arrange- 
ments accordingly. This was notably the case where rulers or 
states needed increasing means of support. Governments then 
resorted to every available income, and property of every kind 
was taxed regardless of its nature; thus the taxation of general 
property slowly came into use. Classification of property for 
taxation purposes did not appear until comparatively recently. 

The following statement gives a brief account of the develop- 
ment of the general property tax. “In the early feudal system 
land was practically the only form of wealth, just as it was the 
basis of the political fabric In England the feudal payments 
(scutages, carucages and tallages) were assessed on the land, 
just as Saxon shipgeld and danegeld were land taxes. These were 
at first levied on the gross produce of the land, either actual or 
as computed by the mere quantity of the land. With the pro- 
gress of cultivation, net produce rather than gross produce was 
made the test. Rents became the only practicable test of the 
value of land. But from the twelfth century onward, the growth 
of industry and commerce in the towns led to such an increase 
of personalty or moveables that it became necessary to devise 
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some new method of reaching the ability of the citizens. The 
only way out of the difficulty in England, as on the whole con- 
tinent, was a combination of the taxes on land and on moveables 
through the general property tax.”^ 

Professor Seligman states further: “The mediaeval town was 
the birthplace of modern taxation. Every inhabitant was com- 
pelled to bear his share of the local burdens, his proportion of 
the scot and the lot, exactly as in the early days of the New 
England colonies. The scot, or tax, was almost from the very 
outset the general property tax combined with the subordinate 
poll tax. The town, as such, generally paid its share of the na- 
tional burdens in a lump sum, the firma burgi. But this lump 
sum was always distributed among the townsmen in proportion 
to the property of each .... The only distinction between Eng- 
land and the continent was that in England the property tax 
remained for centuries the sole local tax, while in France and 
Germany local excises or octrois were soon added. But for some 
time at least, the general property tax was the measure of the 
individual’s capacity.”^ 

The general property tax was first used m the United States 
in Massachusetts when it was found that other forms of income, 
especially the poll tax, were insufficient to support the state 
At that time, the poll tax was combined with a tax on property, 
and was called a “tax on faculty.” At first this Massachusetts 
tax comprised land, livestock, and a few other tangibles, but 
in time the list was extended until it included about every object 
of private ownership, whether tangible or intangible. This 
tendency of the growth of taxable property has maintained in 
all states, hence the term “general property tax.” The United 
States is still the principal country in which the general property 
tax is found. Canada probably ranks next, while a few countries, 
like Belgium, derive only a very small percentage of their total 
revenue from this source. The use of the general property tax, 
therefore, varies greatly among the countries of the world. 

Meaning and Definition of General Property. The early 
common law recognized only real property, or land; in fact, it 
grew out of the feudal land tenure system. Later, when tangible 
personalty became important, it was included, at first by the 

*E. R. A Seligman, Essays in Taxation (10th ed ), p 38 

Tbid 
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lex mercatoria before it was covered by the common law. It was 
not until comparatively recently that intangible personalty 
came into existence. Legally speaking, the word property refers 
to the title, and title means the right of the holder to exclude 
every one else from the use, possession, and enjoyment of the 
good or thing. A tax therefore really falls upon the title holder; 
hence, a tax is primarily a personal and not a property obliga- 
tion. Under early England, the owner of property could be 
seized and cast into prison or sold into slavery for not paying his 
taxes, and a tax was regarded as just another debt to the king. 

The following outline contains, in general, the principal 
classification of property subject to taxation in the United States: 

' 1 Farms 
1 2 Forests 
3 Mines 
^ 4 Unused land 

1 1 Buildings 
2 Machinery 
3 Improvements 
attached to land 

' 1 Farm implements 
2 Commercial inventories 
3 Household goods 
- 4 Jewelry 
5 Musical instruments 
6 Growing crops 
7 Trade or tenant fixtures 

1 Mortgages 
2 Stocks 
3 Bonds 

4 Credit instruments 
5 Money 
6 Patents 
7 Trademarks 
^ 8 Copyrights 

Real property, therefore, includes the soil or land and every- 
thing attached that, if moved, would leave a damage. This 
includes fixtures which were personalty before being attached 
to the realty. Tangible personal property includes all movables 
of a corporeal character. These distinctions become very im- 


Property 

(Title) 


Real 

(Immovables) 


Land 


Fixtures 


Personal 
(Movables) 1 


Tangible 


Intangible 
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portant when it comes to classification of property for purposes 
of taxation. 

As the term implies, the general property tax is a levy in 
hotchpot on every type or form of private possession or wealth, 
whether realty, personalty, or mixed; tangible or intangi- 
ble; corporeal or incorporeal. In theory the general property 
tax is levied on the exchange or market value, sometimes 
known as actual or appraisal value or value by comparison with 
similar units. Legally, property may be taxed wherever found, 
or where the state has jurisdiction, regardless of the domicile 
of the owner. Originally the property tax was very selective. 
But today such a tax considers property as a homogeneous whole, 
although certain forms of classification have been allowed. The 
general property tax is often mentioned as the uniform rule in 
taxation, because the emphasis is on uniformity. Two of its 
characteristics are, therefore, universality and uniformity, m- 
as much as it regards the property of each taxpayer as a unit, 
and attempts to tax the property of all owners alike at the same 
rate regardless of the amount of the base. 

Characteristics of Taxable Property. Inherent differences in 
the various kinds of property and administrative problems have 
forced distinctions in the tax. The most significant distinctions 
are those between real and personal, or fixed and movable, and 
between tangible and intangible. The courts have held that 
where there is a valid economic distinction, property, of whatever 
kind, may be further classified by the legislature for taxation 
purposes.® This proposal of a graduated land tax is not only to 
lay the tax better according to ability to pay, but also that it 
may be used to some extent to break up large landed estates 
Ordinarily, the distinction between realty and personalty is of 
little or no importance when considering the general property 
tax; but since some states, like New York, Delaware, and Penn- 
sylvania, exempt personalty entirely, or tax it at a different and 
usually lower rate the classification becomes significant. 

The legal technicalities are further complicated Is a mere 
improvement to an old building realty or personalty? Some 
people believe thalt improvements should either be exempt or 

'State Board of Tax Com’rs of Indiana v. Jackson, 51 S Ct. 540 (1931) 
Also see Rinzel v. Stumpf, 116 Wise 287 (1903); Hunt, Trustees, v Bullock 
et at, 23 111. 320 (1860) 
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taxed at a very much lower rate in order to encourage the use of 
land. Are additions, such as machinery affixed to the building, 
or trade or tenant fixtures, to be taxed as part of the realty? 
Are leases and mortgages on realty personalty? These are a few 
legal technicalities which are raised when property is classified 
for taxation purposes. 

In the last analysis, granted that the state has the power 
to levy such tax, its legislature has the right to say what is tax- 
able and how, it is still for the courts to say if the legislature has 
or has not acted within its constitutional authority. Ordinarily, 
fixtures are taxable as part of the realty to which they are at- 
tached; but there is nothing to prevent the legislature of the 
state from ordering that they should be taxed separately as 
personalty. Improvements on land may be exempted entirely, 
or taxed at a lower rate in order to encourage their construction. 

One of the most harassing problems is the taxation of mort- 
gages on realty. Shall they be taxed in the hands of the mort- 
gagee or mortgagor, or be exempted entirely? Shall they be 
taxed annually while outstanding, or only once on issue and 
recording? This problem is chiefly one of double taxation and of 
shifting. If the tax is put on the mortgagee or his assignee it 
will be most likely shifted back on to the mortgagor debtor in 
higher interest rate on the loan. If the mortgage is taxed in 
the hands of the debtor mortgagor, it is compelling him to pay 
upon an increase in value of his realty which is not actually there. 
In other words, he is being compelled to pay interest and taxes 
upon a debt liability and not on income. In both cases, ap- 
parently it is the mortgagor debtor that pays the tax. A few 
states have attempted to get around this inequity by taxing the 
mortgage once when issued. And in order to compel its being 
reported for taxation it has been provided that the mortgage 
is not effective as such in the hands of the mortgagee until it 
has been duly recorded in the state where the encumbered land 
is situated. 

» Real property is taxable in the district where it is located. 
The tax liability of personalty usually follows the owner, although, 
as has been explained in another chapter, there are many recent 
court decisions to the contrary in which the principle of mohilia 
sequuntur personam is not followed. Intangibles are regarded as 
personalty and consist of contractual or other property rights. 
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such as bonds, stocks, promissory notes, mortgages, money, 
bank notes, bank deposits, and simple choses in action. They 
may even include copyrights, patents, and good will. 

What was just said about the taxation of mortgages may also 
apply, at least in part, to the imposition of taxes on ordinary 
debts and credits, such as promissory notes, bonds and open 
book accounts. These are, according to the above chart, classi- 
fied as intangible personalty, and are generally subject to tax- 
ation. If such credit instruments as promissory notes and bonds 
are taxed in the hands of the creditor holders, the burden will 
be most likely shifted back on to the debtor in higher interest 
rates or by way of larger discounts. If the tax is made to fall 
upon open book accounts, the merchant may shift the burden 
back on to his customers through higher prices, cheaper quality 
of merchandise, or poorer service if his competitive advantage 
or bargaining power will allow him to do so. Of course, the most 
equitable procedure would be to tax both debtor and creditor 
according to their individual ability to pay; but this ideal breaks 
down because of the difficulty of administration. In general, it 
is administratively easiest to tax the property in the hands of 
the owner according to situs or jurisdiction. 

The taxation of credits and debts has been variously handled 
in the states. Wisconsin, for example, exempts intangible personal 
property from taxation. In Illinois, credits are teed as any 
other personal property. In a few states, such as Minnesota and 
Iowa, credits are taxed at lower rates than other forms of person- 
alty. In all cases, the primary motive in adopting a policy of 
taxing intangibles is not equity, but feasibility of administration. 
Because of the ease of escape, it has always been very difficult 
to get more than a substantial part of personalty on the tax 
books. A few states, such as Ohio, Iowa and Kentucky, went so 
far as to appoint special agents to “ferret out” personal property 
that had escaped the assessor, but this procedure yielded only 
doubtful results, and has all but disappeared from use. 

Missouri has recently adopted a new law to tax intangible 
personal property in accordance with the provisions of the new 
constitution. Under this law, property that produces no income 
is not teed. Common and preferred stocks in corporations are 
exempt, but bonds, notes and mortgages are teed at the rate*of 
4 per cent of the annual income 3 deld. Every person owning in- 
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tangible personal property subject to tax is required to file a 
return on or before September 1, 1946. For 1947, and subsequent 
years, the return must be made on or before March 15, and the 
tax is based on the yield actually received by the taxpayer in 
the preceding calendar year. 

The present Missouri law provides means for checking the 
tax report of the owner by allowing the State Department of 
Revenue to use the income tax files to check the accuracy of 
intangible personal property return Since the State of Missouri 
requires each income taxpayer to file a copy of his federal return 
with his state income blank, it becomes fairly easy to discover 
any failure to list all intangibles. 

Property Tax and Income. A property tax is not, strictly 
speaking, a levy on the income of the particular property Like 
all other taxes, it is paid from the general income of the property 
owner, from whatever source. This tax has sometimes been 
taken as a presumed index — always a very imperfect one — of 
a person's general capacity or ability to pay, but in this state- 
ment it IS not implied that property pays the tax 

The sum from which the tax is paid may be derived from 
values which production with the use of the property has yielded; 
but then again it may not. One can easily find many parcels of 
vacant or unused property which do not yield an income, and 
which may have been non-producing for years; yet these parcels 
of real or personal property are assessed and tax payment is 
demanded from the owner. Many classes of durable consumers’ 
goods, such as pianos, kitchen equipment, books, and ornaments, 
earn no money income But tax regulations usually require the 
owner to make declaration of this property for tax purposes. 
The tax on property is frequently paid from income derived 
from other sources, and this is the case with property owned for 
productive purposes, but which for one reason or another fails 
to live up to the owner’s expectations of a return. Indeed, there 
are cases, usually in protracted hard times, when a property 
tax is to all intents and purposes a capital levy; that is to say, 
it is not paid from income which the property has produced, but 
from sums contributed by the owners, or from the proceeds of 
a sale of the corpus. 

The general property tax is, therefore, universal, nondis- 
criminatory, disregarding class or type or capacity for income 
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producing. In fact, this universality may be one of the most 
important defects of the general property tax. To this extent it 
violates the canon of ability to pay. Because of its early use, 
the general property tax was largely rural. It still partakes of 
that nature, although used in highly industrial areas. The tax 
is assessed upon the farmer when his crop inventories are at the 
lowest, or upon chain or department stores at certain periods of 
the year when their seasonal stocks are at a minimum. Under 
such conditions, the tax makes some effort to comply with the 
canon of convenience. 

The general property tax does not necessarily coincide with 
income yield. It may fall at a time other than when the income is 
received. In fact, it may and often does include property which 
is not income producing. Considering the usual methods of 
property evaluation, namely, capitalization of net income at 
some convenient rate per cent, current market appraisal, and 
comparison with similar property which has been sold, there are 
numerous opportunities for discrepancies between imposition of 
the tax and the time of income to enter. This failure to correlate 
with time of income may be regarded as one of the principal 
defects of the general property tax It violates the canons of 
convenience and ability to pay by requiring the taxpayer to 
meet his assessment at a time when he may not have the money 
or to pay it out of income from another source. 

In spite of the many shortcomings of this tax, it still meets 
with favor in most states and local commonwealths, largely for 
practical reasons. For local units and most states, it has become 
a source of great income, partly because of the elasticity of rates 
and partly because of the enormous increases in the value of 
taxable property. In view of the magnitude of this tax income, 
and the difficulties of finding other sources, it is easy to under- 
stand why many states are loath to abandon the taxation of 
general property. The increase in assessed valuation of property 
in the forty-eight states and District of Columbia subject to 
levies of the general property tax for three periods is shown in 
the table on the following page. 

The substantial reduction in assessed value of general property 
for taxation in 1940 and the increase in total taxes from this 
source are due to the preceding depression years. 

The general property tax has many other virtues. As is 
evident from the foregoing data, it can be made to produce 
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SUMMARY OF GENERAL PROPERTY TAX RECEIPTS,'' 

1912-1940 


Yeas 

Assessed Value 
OP Propeety 

General 
Property Taxes 

Per Capita 
Assessed Valuation 

1912 

$ 69,452,936,000 

$1,076,233,000 

$ 715.48 

1922 

124,616,675,000 

2,288,229,000 

1,146.16 

1932 

163,317,104,000 

3,175,994,000 

1,311.67 

1940 

143,281,928,000 

4,156,903,000 

1,088.00 


great quantities of income, over short periods of time, which are 
dependable and predictable. It is elastic and can be increased 
during depression and lowered during periods of prosperity. It 
is, like sales taxes, a source of income which is relatively depres- 
sion-proof. 

Lack of Uniformity. Numerous variations exist among the 
states in the use of the general property tax. In 1932, for example, 
Pennsylvania, Delaware, Oregon, and California made no levy 
of general property tax for state purposes. In 1939 some fifteen 
states either partially or totally exempted low value homesteads 
from taxation. During the depression other variations appeared, 
such as partial or complete cancellation of delinquent taxes over 
a specified number of years, repeal of penalties for failure to pay 
the tax when due, and many other concessions. No doubt political 
reasons were uppermost in the last named provisions, but eco- 
nomic and social considerations were also involved. Tax fore- 
closures increased greatly after 1929, due partly to the inability 
of property owners to pay. That meant the further destruction 
of savings which owners had invested in property. 

The average rate of levy per $100 of assessed valuation has 
shown a notable increase over the last twenty-five years. In 
1912 it was $1.94; in 1922, $2.81; and in 1932, $3.08. But here, 
too, there is a marked variation. These figures do not reveal the 
averages for the particular states. In 1932 these ranged all the 
way from $1.67 which prevailed in Kentucky to $11.16 which 
was the average rate in Florida. There is not even uniformity 

^Financial Statistics of State and Local Governments, 1982, U S Depart- 
ment of Commerce, Bureau of Census, Washington, D, C., 1932, p. 6. For 
1940 see Financial Statistics of States, 19U0-19UUi U, S. Department of Com- 
merce, Bureau of Census, Washington, D. C , 1943, pp 6 and 23 
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in adjoining states, and natural geographical regions. This 
indicates something of the confusion among states in which the 
general property tax exists. 

Wide diiferences exist also in the values upon which the 
assessment is based, as well as in the concept of “value.” Such 
phrases as the following run among the descriptions as to method: 
“fair market value,” “actual cash value,” “fair cash value esti- 
mated at a pnce which the property would bring at fair volun- 
tary sale,” “true value in money,” and various others.’’ All 
this leaves plenty of leeway for the assessor who, in the great 
majority of mstances, must use his own judgment. 

In the case of Florida, which in 1932 had the highest rate 
among the states, “returns of real property, both inside and 
outside incorporated cities and towns, and of tangible personal 
property are required to show 50 per cent of the full cash value 
thereof.”* 

An attempt is sometimes made to give a rough classification 
of general property, and a rate is fixed for each class. In Montana, 
for example, in 1932, taxable property was divided into seven 
classes, ranging from 7 to 100 per cent of “true and full value.” 
Real estate and improvements, included in class 4, were taxed at 
30 per cent of such values. In North Dakota farm buildings and 
improvements were put in a class by themselves and exempted 
from all taxes. All other property, real, personal, and mixed, was 
assessed at 75 per cent of the “full and true value.” 

Administration. The general property tax is a matter for the 
states to handle, each commonwealth making its own laws in this 
regard. State legislatures have plenary powers for the enactment 
of general statutes which prescribe, sometimes in minute detail, 
the handling of the property tax from the first to final stage. This 
power of regulation may be extended to all local units. In all this 
the states must keep within the provisions of their own organic 
laws and those of the Constitution of the United States. 

In view of the great variety of conditions which exist over the 
United States, considerable differences must be expected in 
revenue needs, in procedure, and perhaps in theory as to the use 
and application of the general property tax. Some states are 
mainly agricultural, with taxable property consisting chiefly of 

UM, pp 1042, 1076, 1156, and 1995. 
p. 270. 
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farm land, buildings, and implements of cultivation, with chattels 
of only small value, and with little or no intangible property; at 
the other extreme are the rich industrial states with wealth existing 
in many forms, each representing a large taxable value. 

Examples may be taken from the procedure in several states. 
In New York real property is assessed as of July 1 in the taxing 
district in which it is situated; with few exceptions, personal 
property is assessed in the taxing district in which the owner or 
his agent resides Assessors in each taxing district prepare an 
assessment roll. These rolls are then examined and equalized by 
county boards of supervisors, and delivered to the collectors in 
each district. The date when each of these processes is to be 
complete is fixed by statute. 

■^en these stages have been completed, the work of collection 
begins. Upon receipt of the assessment roll, each collector of taxes 
gives notice as to the places where he will receive payments during 
the next thirty days after publication of notices. In the event 
taxpayers fail to respond within thirty days, the collectors are 
required to call upon every delinquent payer in their districts and 
demand payment. This procedure permits of some variation. For 
example, some towns are required to elect a receiver of taxes, 
while in others the office of collector of taxes may be abolished 
and taxes are then collected by the town clerk.® 

In Massachusetts taxes for state, county, and town, and for 
fire, water, and other districts are assessed by the several town 
assessors. Real estate is assessed in the town where it is situated, 
and taxable personal property, within or without the Common- 
wealth, is assessed to the owner in the town where he is domiciled. 

In Texas all property, except that which is specifically exempt, 
is listed for taxation with the county assessor. Cities with a popu- 
lation of more than 6,000, unless otherwise provided by charter, 
have the power to levy, assess, and collect such taxes as the govern- 
ing body may determine, but not to exceed for any one year 
2.5 per cent of the taxable property, such taxes being used for 
current expenses or permanent improvements.^® Each city and 
town has an assessor and collector of taxes, unless the powers 
performed by such an officer have been conferred by the council 
upon other officers. 

mid., p 1211. 

, p. 806. In the case of both New York and Texas, the description 
is for conditions in 1932, 
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One of the first tasks of a government, of whatever grade, is to 
decide how much revenue is needed to carry on the work of the 
coming year. That requires an estimate of probable income and 
outgo. The next step is to decide what rate of levy will be required 
to supply the needed income. This task is also undertaken by the 
various units of government which have the authority to make 
levies on property within their jurisdiction. 

After fixing the rate that is supposed to 37ield the necessary 
revenue, the next step is the assessment of the property. In the 
assessor’s office in any large city are plats, or charts, which indi- 
cate the location of types of property within the district, changes 
that have taken place in that property since last surveyed, and 
sale prices of nearby real estate, or other information that may aid 
the assessor in his work. Usually the work of the assessor requires 
weeks, sometimes several months. In the state of New York, for 
example, according to regulations prevailing in 1932, the assessor 
was given from January 1 to July 1 to prepare his tax rolls. But 
the property was assessed as of July 1. The dates of assessment 
vary from state to state 

As a rule, the value of real property does not change materially 
from year to year. Some states recognize this fact, and the assess- 
ment is not an annual procedure, but with a lapse of two, three, 
five years, or more. In Ohio (1932) assessments of real property 
were made every six years; in South Carolina real property was 
listed every four years; and in Pennsylvania county assessments 
were made tnennially by assessors of townships, wards, and dis- 
tricts. 

The valuation of the assessors is not final. They sometimes 
made mistakes; or more likely, taxpayers register complaints. 
Hence, the laws usually provide arrangements for test or review. 
A board of review is a common device for handling such matters. 

The work of assessment usually falls to local bodies; that is to 
say, to officials in cities, counties, towns, and sometimes to other 
subdivisions. This is far from an ideal condition. The assessor 
is a local man and his interest is with the people of his community. 
He sees to it that his assessments do not discriminate against the 
people in the division in which he lives. If anything, he errs on the 
side of too liberal treatment of his neighbors far and near. But 
“competitive liberality” is never equal or uniform. Thus the 
system imposes unequal burdens and violates the canon of equity 
among the taspayers. 
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In tax matters the tendency always is, and has been, to 
try to shift the burden to other regions or classes. This struggle 
is as old as taxation itself. One instance today is the effort, 
usually rather successful, of representatives of rural areas to 
increase the load that urban communities must bear. There 
are many ways to attack these difficulties, all of them unsatis- 
factory. One is to lay the burden of adjusting inequalities on 
boards of equalization, where the attempt is made to even out 
some of the disparities of local assessment. Such work is usually 
done in a perfunctory manner, and without adequate knowledge 
of the inequalities which the plan is intended to correct. The 
same criticism applies to attempts to equalize assessments among 
the various assessment divisions within a state. 

These difficulties are as much part of this form of taxation 
as they are of the methods of administration. The transfer of 
the whole process of administration, from levy to collection, to 
state authorities would not solve the problem The state is a 
political as well as an economic unit. That means that the busi- 
ness affairs of the state are not settled on economic principles 
alone. Political pressures are always present. Moreover, the 
information upon which the state bases its procedures must be 
obtained locally, with the probable result that the old evils are 
still present. 

In cases where central assessment has been tried it cannot be 
claimed that it has met with more than mediocre success. One 
of the most troublesome factors in any system of assessment is 
that much of the real property of any region is not used for com- 
mercial purposes. An appreciable amount is homestead, or 
residential. As such, it is consumption, and not production 
goods. This involves the foundation principles of value. Whether 
a home is more valuable to the owner as consumption than as 
production goods is a difficult problem. Tradition, like or dis- 
like of neighbors, protection for the family against the fall of 
untoward events, among other factors, enter into the owner’s 
estimate of the value of his home. Thus, assessment on the basis 
of value must be more or less arbitrary. This situation raises 
the debatable question as to whether property used for home 
purposes should be assessed on a different basis from real estate 
used for income production. Local authorities cannot settle 
these matters; much less is the solution available to a central 
organization. 
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Again, assessment is a matter of particular pieces of property. 
It does not help matters for the central authority to allot the 
amounts to be raised among the subdivisions according to an 
estimate of wealth or income or population, information which 
might be obtained from census and income tax returns Such 
an arrangement would still leave the levy on specific property 
to be determined, and this is usually the crucial point. 

To these various objections tax authorities reply, “We do 
the best we can, and let it go at that.” And it might be urged 
against any particular form of taxation, however sound the 
principle or the practice, that inequalities and injustices will exist. 
This is inevitable. But the purpose is, or ought to be, to keep 
them to a minimum. In most cases the rule of expediency is the 
guide. The state must perform certain desirable services. Revenue 
is needed for these purposes. Income must be obtained from many 
sources and by many devices. Approximate or substantial justice 
is all that can be obtained. 

The property is usually assessed by the township; the other 
and higher grades of government, including the state, merely 
add or “tack on” their rates. This method of raising revenue for 
the higher grades of government, especially the states, creates 
gross inequities among the taxpayers, which explains, in part 
at least, why so many states no longer derive any revenue from 
general property. 

The assessment of general property is usually based on the 
market or exchange cash value. Most state constitutions require 
all property to be uniformly assessed and taxed, unless specifically 
exempt by law. This is the “uniformity rule.” It is written into 
the constitution and not in a statute, so that it cannot be altered, 
amended, or repealed at the caprice of the legislature. 

Many forms of inequity may arise through faulty assessment. 
The tax assessor may be inefiicient and poorly trained. He may 
be motivated to undervalue property because of friendship or 
for political reasons. Local assessors are usually elected and 
serve for only a short period each year and at small pay. A few 
states, like Illinois, have provided a training period for assessors 
before they are sent into the field. The trend is now toward 
state administrative boards of equalization or state tax com- 
missions, or toward exempting personalty wholly or in part from 
taxation to adjust inequities among taxpayers. These boards 
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or commissions usually consist of the governor, treasurer, auditor, 
and secretary of state. 

Much property is not listed for tax purposes. Some realty and 
a considerable portion of personalty never get on the tax roll, 
and therefore, never pay any taxes. Real estate is not easily 
missed, but personalty may be concealed from the assessor by 
many methods. This places a tremendous inequality upon 
realty. In fact, in some jurisdictions, so great is the escape of 
personalty that the property tax is almost tantamount to a 
single tax on the market value of realty. 

Classification of Property for Tax Purposes. Originally the 
strict application of the rule of uniformity required all property, 
regardless of kind or nature or amount, to be taxed at the same 
rate. Later realty and personalty were held to be taxable on 
different bases until finally they were both further classified into 
groups where economic distinctions could be drawn among the 
classes or units. Thus the rule of uniformity was satisfied if the 
rate were merely applied uniformly to similar classes or units, 
and not necessarily to all the property in general. 

Every state in the Union has provided for classification of 
property for taxation in some form, first, by exemption, second, 
by applsdng different rates to different classes, and, third, by 
using a fixed rate but varying the per cent of actual valuation. 
The motive for classifying property for taxation purposes is not 
the same in all eases. In some instances the purpose seems to 
be to grant special concessions to certain classes of property, 
such as improvements; in other cases, to accomplish greater 
equity among the taxpayers; but principally in the interest of 
efficient administration. Ohio, Minnesota, Iowa, and Wisconsin 
are particularly outstanding in the effort of property classifica- 
tion. Considering their efforts generally, their basic classes are 
as follows: 

1. Land, platted and unplatted 

2. Natural resources, such as mines and forests 

3. Improvements and commercial property 

4. Public property, or property put to public uses 

5. Agricultural products 

6. Live stock and farm implements 

7. Non-income-yieldmg property 

8. Miscellaneous 
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Land is often, further classified, with, varying tax levy, into 
agricultural, residential, forest, swamp, and unused. In most 
cases natural resources are taxed as personalty at time of severance 
sometimes called a severance tax. The capitalization of the net 
income of commercial property at the expected rate of return 
forms the basis for determining its value for taxation. Public 
property instrumental to government, or non-income-producing 
property put to public use, is generally exempt. Livestock, farm 
implements, and agricultural products are usually taxed on 25 
to 50 per cent of their actual value. Non-income-producing 
property, such as household goods and residences under, say 
$5,000, occupied by the owner, are either exempt or taxed on a 
very small percentage of their true value, sometimes as low as 
10 per cent of their market or cash value. 

It is a little difficult to generalize, but it seems that the old 
type of general property tax where one rate is applied to all 
types or classes of property or the amount of the base, is slowly 
disappearing. In its stead is a more or less detailed classification 
of property upon which the levy is assessed 

Shortcomings of the General Property Tax. "With these condi- 
tions in mind, specific criticisms of the general property tax may 
be examined. The indictments thus far advanced refer mainly 
to administrative defects. But there are other shortcomings 
which carry the reader into the realm of economic forces, and to 
the still more remote considerations of principles of justice in 
taxation. 

Consider the question of agriculture. In rural communities 
a very large proportion of the taxable property consists of land 
used for the production of crops. Notably in the case of staples, 
which must be sold in competitive markets, both dom^tic and 
foreign, the tax burden is an inflexible element of cost. The tax 
charge does not change with the fluctuations of specific or general 
prices. This burden exists in bad years as well as in good, if for 
no other reason than that governments need more revenue in 
bad times. 

But what are the results? If the farmer wishes to avoid 
foreclosure, he must grow more crops, in the presence of growing 
competition. The price is forced to still lower levels. The in- 
dividual farmer wishes to save himself, and, as he sees it, the 
way of escape is to produce enough to cover living conditions 
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and other necessary charges. Thus, the tax acts as a pressure on 
the price. Interest on farm mortgages operates in the same man- 
ner, but this is not the chief problem under consideration here. 

It may happen, as in the last few years, that government 
comes to the fanner’s rescue, not with tax reductions, but with 
plans to elevate the price of products, or to grant benefits for 
crop curtailment — thus shifting the burden to other shoulders — 
sometimes with leniency on delinquent tax bills. The latter only 
postpones the evil unless, by one device or another, government 
eventually decides to cancel past-due taxes. This solution also 
creates financial embarrassment for the state, which has probably 
spent the money it expected to receive from taxes. Hence, there 
is an increase of debt, or in the curtailment of certain govern- 
mental services. Many school teachers in rural areas were the 
unfortunate bearers of this burden during the depression follow- 
ing 1933 when their salaries were not paid or they were given 
treasury warrants which passed at a discount among banks and 
merchants. 

There is still another economic effect. On various occasions 
reference has been made to the pressure of a tax as contrasted 
with the incidence. Every thoughtful prospective property 
owner asks the question: “What are the taxes, and what are 
they becoming?” In this manner the pressure of the tax acts as 
a deterrent to construction, thereby creating another pressure 
on all persons involved in the building trades. This means the 
tendency to create unemployment all along the line from the 
producer of construction materials to the contractors and builders, 
and the men they employ. Government housing subsidies are 
offered as a countervail for these and other difficulties, but they 
merely shift a tax burden to other persons. Some of this 
burden, perhaps all of it, may come back to the very person who 
is the beneficiary of the subsidy. It comes back in the form of 
higher taxes, both direct and indirect, on other commodities he 
buys. A government which grants a subsidy must obtain the 
revenue. Taxation is the only source. 

It would not be otherwise if, instead of owning a home, a 
prospective builder decided that he could not incur the cost and 
remained a renter. In this case, if the property is kept in good 
condition, the tax is included in the rental — an invisible tax. 
One means of escape is to live in a house which is deteriorating 
both with respect to neighborhood and to physical condition of 
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the property. Here the pressure takes the form of a declining 
standard of life. 

There is still another economic difficulty with the general 
property tax. Manufacturers and merchants are usually owners 
of all kinds of property. When hard times come, both types of 
entrepreneurs are able to diminish their physical possessions by 
decreasing their inventories. They convert goods into bank ac- 
counts. But they do not necessarily escape the tax by this trans- 
formation The bank account is one item of general property 
and is usually taxable by many jurisdictions as such. Since the 
tax rate usually is not adjusted to the movement of the business 
cycle, the burden presses with great weight upon the owners of 
general property in periods of long depression. Whence comes 
the money to pay the tax? In most cases, not from income, be- 
cause the business produces none. Thus the source is from past 
savings or from capital. In such times, this form of tax becomes 
a capital levy payable out of part of the physical assets or in- 
vestment. 

The fate of individual savers is no better than that of manu- 
facturers and merchants. The taxpayer is expected to declare 
not only his stocks, bonds, and mortgages, but his funds in bank. 
For one reason or another, tax authorities have been extremely 
lenient with this form of personal property. They have made no 
serious attempt to devise means to discover how much people 
own of this type of possession. Hence, much of this property 
escapes. But this is according to tax tradition and not by the 
mandates or exemptions provided by the law. Possibly if search 
were instituted it would cause great migrations of funds from 
one state to another. Unless all states used the same methods, 
and to the same degree, the escape through migration could not 
be prevented. 

But what would happen if owners were required to pay taxes 
in full on such types of property? Consider first the case of sav- 
ings in the form of bank deposits, one of the chief means of 
accumulation of small savers. In 1936 there were over 41,094,000 
savings depositors in the United States (evidenced by passbook 
accounts), with total deposits in excess of $21,000,000,000, or 
somewhat over $500 per account. If the interest rates on these 
deposits and the tax rates be contrasted, some idea may be had 
as to where the saver would stand if required to meet the levy 
on the total amount of his savings. For this type of deposit. 



560 


Public Finance 


[Ch. 21 


interest rates over the country vary, but the customer is fortunate, 
indeed, who can obtain 2 per cent. The average tax rate for the 
country as a whole in 1936 was slightly in excess of 3.08 per cent. 
In short, the tax was greater by at least 1 per cent than the in- 
terest rate. Such a tax, if enforced, would amount to a levy on 
savings. This is not only an economic, but a social problem, 
because security is a paramount value in a civilized country. A 
tax on savings is a tax on security. 

The case is not much different with owners of other intangi- 
ble wealth. The difference lies chiefly in the fact that the magni- 
tude of the investment is larger, in some cases very much larger, 
than with savings accounts. The yield on high grade bonds is 
less, and has been for some time, than the average (national) 
tax rate on general property. And the rate of return on low 
medium grade bonds, and on most stocks, is not higher than 
the tax rate. In fact, unless the owner wishes to substitute a 
risk return for security, he is in a not much better position than 
the owner of a savings bank account 

In the case of property which escapes taxation, the difficulty 
is probably as much with the high tax rate as with the form which 
it takes No one can estimate what the effect would be on total 
tax income if rates were considerably lower. But it can be said 
with certainty that the tendency to escape would not be so great. 

With respect to the tax on both visible and intangible property, 
one authority ventures this opinion: “Land and buildings, 
machinery, farm animals, and the like bulky forms of property 
cannot be concealed. They are unfailingly assessed and fully 
valued by the tax oflficials. But other forms of property can be 
concealed, or at least are not susceptible of such an accurate 
assessment. Such are the stocks in trade of merchants and dealers, 
and goods in process of manufacture. As to these, a declaration 
of amount and value must be sought from the taxpayer. This 
at once opens the door to understatement and evasion; the more 
so, because it brings an unwelcome intrusion into what are 
supposed to be private affairs, the temptation to evasion, of 
course, becomes stronger as the tax becomes heavier. A modest 
rate of J or § of one per cent on the capital value, such as was 
common in the American states a century ago, causes com- 
paratively little trouble. But when the rate rises to one, two, 
even three per cent, as it has done during the last half century, 
all the most hateful phenomena of taxation appear — lying and 
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equivocation by the taxpayer, alternate harshness and laxness 
by the ofBcials In short, the higher the rate, the tighter the 
taxpayer gathers his cloak around him There may be a point 
of diminishing returns connected with the tax rate. If there is 
such a point, it can be determined only by experiment. In this 
connection it may be worth observing that in 1932, of the assessed 
valuation of property m the United States subject to gen- 
eral property tax, the value of real property was set down as 
$124,706,000,000, while that of personal property was $29,897, 
000,000. There is hardly any use in trying to go behind the figures 
when other safe information is not available. But at least the 
stated value of personal property seems unreasonably low as 
compared with the other type. 

When the whole mass of property is lumped in one class and 
taxed at one fixed rate, the method of taxation is proportional, 
and not progressive. It violates the principle of progression, and 
may be actually regressive because the larger the amount that 
any one person owns, the less likely is the assessor to discover 
it. Also, so many wealthy people have large investments in 
personalty and intangibles which may escape entirely. But 
when one takes into account the extent of exemptions (tax- 
exempt securities, for example) and other methods of escapes, 
the tax may not even be proportional The rate on the total 
property may be higher for one of small possessions than for one 
of large. It has been said in this connection that ^‘not even rude 
proportionality, which would result from taxing on the full 
property basis, is striven for in actual administration. The ulti- 
mate incidence of the system in this phase of its actual working 
is difficult to follow; but there is no ground for supposing that 
it brings results in accord with any principle of proportional 
taxation, still less of progressive taxation.''^- 

Shiftability of the General Property Tax. It is sometimes 
impossible to locate either the incidence or the pressure of the 
general property tax About all that may be said ts that the in- 
cidence of the general property tax is a compound of all the in- 
cidences of its several component parts. Thus both taxing authori- 
ties and payers are uncertain as to the actual effects of the tax. 
This can hardly be regarded as a desirable situation when people 

11 W, Taussig, Principles of Economics, Vol. II, p. 530 (1915), 
p 535, 
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are trying to learn their real burden, and when the state proposes 
to adjust its tax system so as to obtain approximate justice. 

It has been said that it is because of the process of adjust- 
ment that the property tax, when confined chiefly to real property, 
ceases to be a subject for complaint and recrimination It be- 
comes m large degree a shifted tax So far as it is on situs, it 
remains, to be sure, on the owners; but as these are probably 
purchasers of comparatively recent date, or have been holders 
for so long a time that capital value has been adjusted on the 
basis of a tax deducted from the income, they are hardly conscious 
of a burden from the levy The taxes on buildings tend to be 
shifted to occupiers; and those on buildings used for business 
tend to be shifted further through the occupier onto the com- 
munity at large in higher prices. There are, indeed, some persons 
who it IS reasonably certain will feel a real and continuing burden 
of the tax Such are those who own and occupy their dwellings. 
The same is substantially the case of the farm owners. On his 
dwelling the farmer pays the tax like any other house owner 
On the improvements to his farm he is, abstractly considered, in 
the same position as any other improver of the land; the tax may 
be shifted On moderate agricultural properties, however, held 
and tilled by their owners not only as business capital, but as 
homes, the process of shifting takes place slowly and with un- 
certainty. On the other hand, it take place with comparative 
certainty for the great mass of buildings and other improvements 
on land, which are made simply and directly for investment, 
whether for use in production or for rental as dwellings How 
difficult it becomes to say whether the final outcome is in accord 
with any principle of justice in taxation! 

A word is necessary concerning owned, but unused, natural 
resources. Large amounts of timber and mineral resources are 
held by large companies, and even by individuals, as a reserve 
for future productive use. In many cases it seems advisable to 
look ahead to the exhaustion of properties at present under 
exploitation. Future supphes will be necessary. To tax such 
reserves according to the general methods of administration of 
the general property tax leads to wasteful use of the natural 
resource, because to obtain an income with which the tax can 
be paid it is often necessary to develop unused resources beyond 
the market needs for the products which they yield. Many 
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states have wisely foreseen this contingency and have adjusted 
their laws to meet this condition. 

The Capital Levy. The term “capital levy” is ordinarily used 
to include all heavy, non-recurrent, progressive taxes that are 
imposed by the state upon real and personal property as of a 
given date and that take not only all the current income of the 
base, but part of the property or investment itself. The capital 
levy therefore, should not be confused with the excess profits tax 
with which it is sometimes erroneously compared. Such tax is 
usually proposed or used as an extraordinary means of lump sum 
debt settlement or debt retirement, and might very well be 
discussed under this general heading. This was the idea of Ricardo 
and Mill who were the first to propose such kind of levy for 
England. 

The use of the capital levy on general property was revived 
as an emergency measure after the close of World War I by many 
countries of Europe, Germany, Italy, and Poland among others. 
In all instances the tax was imposed once at a given time on both 
personalty and realty, it was made progressive, and the pay- 
ment was usually spread over a period from ten to twenty years 
so that it could really be paid out of income. In Hungary, for 
example, the capital levy not only included all forms of real and 
personal property, but also such property rights and choses in 
action as corporative securities, bank deposits, and foreign money 
and securities. 

The British movement to impose a capital levy on war pro- 
fits grew out of the great burden of the accumulated national 
debt after the close of World War I. By 1917, and later, the 
British national debt had reached such great proportions that 
its service and retirement outlays could not possibly be met at 
that time out of the current national income. It was proposed, 
chiefly by labor, that a capital levy be imposed on all wealth and 
profits accumulated as a result of the war to be used to scale 
down the debt by one lump-sum payment to that point where 
it could be managed by the current national income. This special 
tax was seriously and favorably considered by Parliament and 
by such eminent economists as Pigou, Sidney and Beatnce Webb, 
and Dr. Hobson. But chiefly because of practical difiiculties of 
administration it was never imposed. The chief argument in 
favor of the capital levy in England and in other countries was 
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that by imposing it on fortunes made out of the war it could be 
made to fall especially upon those enriched by such means. On 
the other hand, the administration of such type of levy en- 
countered almost insuperable practical difficulties. It was very 
difficult, if not impossible, to determine the rate and base of such 
levy, and the means and methods of its payment. The idea was 
hastily dropped in both France and Switzerland because, among 
other reasons, it was driving invested capital out of the country 
It is extremely doubtful if any country so imposing a capital 
levy could point to its use with pride and profit. The capital 
levy as a source of income to any grade of government is un- 
sound from practically every angle it can be considered. 

The capital levy, as such, has never been imposed in this 
country The nearest approach to such levy has been when a 
tax has been put so high as to require taking part of the base or 
capital to pay the tax. But as was explained in an earlier chapter, 
the fact that a tax is imposed so high as to take all the income, 
or even part of the capital investment, to make the necessary 
payment, is hardly a defense by the taxpayer against its levy. 
If the capital levy were imposed by the federal government, it 
would most likely be held by the courts to be a direct tax. It 
would, therefore, have to be apportioned, or, if imposed by the 
states, applied according to the rule of uniformity; but in any 
event these questions are more in the nature of administrative 
than constitutional problems; and administrative problems of 
taxation should never be confused with constitutional questions. 

It would seem obvious that the capital levy tax could not be 
shifted immediately. However, in the long run, as capital is 
driven out of production thereby increasing prices, the capital 
levy tax may have its general diffusion or pressure effects. 

The Single Tax. One of the most celebrated movements of 
land tax reform was that of the so-called single tax. This theory 
was originated principally by the physiocrats of France, and by 
Henry George of Philadelphia, later of California, and still has 
many advocates. There have been many variations on the ortho- 
dox theory, such as the Pittsburg and the Lloyd George plans 
of more recent dates. 

It was a proposal to finance all the functions of government 
by taking annually all the economic rent or increment increase 
in the site value of land. The fundamental economic tenet of 
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the single tax is the Ricardion theory of rent A clear distinction 
should be made between income from land which is a return on 
its use, and economic rent of land or land value which is due 
mainly to the growth of the community. In this latter case, the 
single taxers contend that the increment increase m the dollar 
value of a piece of land is the direct result of the pressure of 
population and in no way is it to be attributable to the labor or 
use by the particular owner. Since land is limited in quantity 
its value will necessarily rise in some proportion to the pressure 
of population irrespective of the efforts of the owner. Since this 
increase in land is due to society the single taxer holds that it is 
an unearned increment in the hands of the owner and therefore 
properly belongs to the entire community. He further contends 
that the government should seize this unearned increment of 
land value to be determined by annual appraisement and spend 
it on schools, roads and other government functions for the 
common benefit of the entire community. 

Since the single taxer would take only the unearned incre- 
ment in land value and not that which is the result of the owmer’s 
labor, therefore the single tax need not discourage the use, occupa- 
tion, or improvement of land In fact, he claims that such tax 
would stimulate these improvements since they would be exempt 
from all levies. 

The single tax as advocated by Henry George should not be 
confused with the tax plan of Lloyd George of England on land 
increment value' Henry George would finance the entire opera- 
tion of government by taking all the annual increment increase 
in the site value of land to be determined by appraisement, 
whereas Lloyd George would take only the increment whenever 
there was a sale of the land. It is needless to say that m both 
cases decrements in land value were ignored. 

The City of Pittsburg, or the so-called Pittsburg Plan, has 
in effect a plan whereby land is taxed at its full value with 50 
per cent exemption of all improvements. The city has experienced 
considerable practical difficulties in the enforcement of its plan 
It is therefore impossible to speak with certainty m regard to the 
results of its operation. 

The single tax is defective in many important respects. First 
it is totally inadequate fiscally. It could not possibly supply the 
needs of local units of government, to say nothing of the state 
and federal requirements. Second, even the single taxers have 



566 


Public Finance 


[Ch. 21 


no practical method of its determination, levy, and collection. 
It would be a practical impossibility to determine the annual 
increment increase in the site value of a particular piece of land. 
Third, why limit the taking of the annual increment increase to 
land when all other forms of property exhibit this same tendency? 
Fourth, the single tax, as advocated by Henry George, would 
fall upon land owners only, when owners of other forms of property 
have equal or greater ability to pay. 

The single tax on land values is one levy which cannot be 
shifted, at least immediately. Being a tax imposed upon surplus, 
its incidence will remain upon the owner of the land and be paid 
out of the economic rent. This is true when the land owner is 
exacting from the tenant all the surplus above costs of operation 
The single tax on economic rent may have the diffusion or pressure 
effect of driving land out of one use into another 

Summary. The Taxation of property, especially that of 
realty, dates back to a very early time in history. It is still a 
basic form of income to many modern governments With the 
appearance of personalty and of intangibles, the tax was then 
made to fall on general property, or the sum total value of all 
forms of real, personal and intangibles. 

Because of its very great inequity arising chiefly out of ad- 
ministration, the taxation of general property is being generally 
dropped by about all forms of central governments. In the 
United States, the federal government does not presently use 
general property as a source of income, even though such levy 
is constitutionally possible when apportioned among the states 
according to population. A few states, such as Illinois, have 
discontinued entirely the taxation of general property for state 
purposes. Other states use it only to a very limited extent, and 
some of them only for special purposes. In 1942 only 5 44 per 
cent of the total revenue of the states was derived from the tax- 
ation of general property. But the local units, such as the school 
district, county, township and city, use it to a very large extent; 
in some instances, as in the case of the school district, they de- 
rive their entire income from this source. It seems that the smaller 
the assessing unit the more equitable the general property tax 
becomes. This greater equitableness arises out of the fact that 
the value of the property may be assessed more uniformly, and 
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that a greater percentage of realty and especially personalty can 
be got on the tax books by the smaller administrative unit. 

Aside from the inequity arismg out of variations of assess- 
ment, the escape of personalty is one of the major defects of the 
taxation of general property. The land, or real property, is 
fixed and cannot be hidden very easily from the tax assessor, but 
a very large part of personalty escapes assessment and hence 
taxation. Various methods of detecting this escaped property 
have been devised, chief of which is an agency or board created 
by the taxing unit for this purpose. Penalties are affixed against 
the taxpayer for failure to declare all his taxable property, but 
even this method has not solved the problem of escape. 

At first, the taxation of general property consisted of a single 
proportional rate imposed at the same time on the sum total of 
the taxpayer’s property of every type, kind, or from regardless 
of its income earning capacity. Later property was classified 
into realty and personalty for purposes of taxation. Finally, 
the legislatures, sustained by the courts, began classifying realty 
and personalty into groups or classes to which different rates 
and other conditions for taxation were applied. 

The taxation of intangibles has always given rise to many 
problems. At what rate, if at all, and on what valuation should 
mortgages, instruments and forms of credit, stocks and bonds, 
copyrights, patents and trademarks be taxed? If taxed, upon 
whom should the levy be imposed? 

In general, property taxes should be listed among those levies 
that may be shiftable About all that may be said is that the 
incidence of the general property tax is a compound of all the 
incidences of its general component parts. 

The capital levy, as such, has never been imposed in this 
country But it has been used in many countries in Europe 
It IS an emergency measure imposed on all types and classes of 
property that takes all the income and part of the capital to pay 
the tax. It IS usually levied as a means of debt reduction or 
debt settlement. 

The single tax is a land tax reform. It is designed to take all 
the increment increase in the site value of land, and since all 
the functions of government are to be financed from this one 
source, it is known as a single tax. 

The capital levy on property and the single tax on site value 
of land cannot be shifted, at least immediately. 
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TEXT QUESTIONS 

1. What are the five principal sources of revenue to a government? 

2. What IS the historical significance of the general property tax 
as a source of revenue to the federal, state, and local governments? 

3. How do you explain the fact that the federal government col- 
lects nothing from general property, the states collect little to 
nothing, and the local governments use it so extensively*? 

4 What were some of the early forms of the general property tax? 
What were some of the problems which appeared in its early use*? 

5 In its present connotation, what is meant by the term general 
'property iax^ Is it a tax that is really general in nature*? 

6. May general property be classified for taxation purposes? What 
are the criteria of such classification? May the rate be graduated*? 

7. Why do many states exempt personal property, either entirely 
or in part, from taxation*? 

8. What can be said for and against the taxation of intangible 
personal property*? Why is the income on corporate stocks 
frequently exempt*? 

9. To what extent is general property a measure of a person's 
ability to contribute to the expenses of government? 

10 What about the correlation of income derived from general 
property and the obligation of the tax imposed upon it*? 

11. The general property tax is sometimes said to be universal and 
nondiscrimmatory. Are these qualities to be regarded as merits 
or demerits of this tax*? 

12. In general, how does the general property tax respond to changes 
m the business cycle? 

13. With reference to jurisdiction, distinguish the taxation of per- 
sonalty and realty. To what extent is the doctrine of mdhiha 
sequuntur personam still followed? 

14. In general, what is the usual interfiscal relationship between 
or among levels of government where the general property tax 
is used*? Is this an advantage or a disadvantage of the general 
property tax*? 

15. How do those states that have dropped the use of the general 
property tax as a source of income get along without it*? 

16. To what extent does the general property tax lack uniformity 
even in the same state or in the same locality? Is this a defect 
of the general property tax, or is it an adaptation to local con- 
ditions*? 

17. What are the rules in regard to the valuation of real property 
for taxation purposes*? Actual market value? Last sale? Ap- 
praisement? Comparison with comparable known value? Capi- 
talization of economic rent at a rate per cent? 
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18 What, if any, exemptions are usually allowed in the taxation of 
general property? 

19. What IS the shifting and incidence of the general property tax*? 

20. To what extent have such measures as “tax ferrets’", severe 
penal laws, and boards of equalization mitigated or iliminated 
the defects of the general property tax? 

21. Would better-trained assessors or assessors that were appointed 
instead of being elected improve the equity of the general property 
tax? 

22. What is a capital levy*? Is it ever defensible? 

23. What have been the experiences of some of the countries of 
Europe with the capital levy*? Has it ever been used in any form 
in the United States? 

24. What IS Henry George’s single tax on land*? Has the single tax 
ever been put to any use in this country*? Why*? 

25. What is the Lloyd George plan of taxing land increment values*? 


RESEARCH TOPICS 

1. Make an extensive study of the laws of your state and community 
that pertain to the taxation of general property Visit your 
local tax assessor and ascertain as many facts as you can in 
regard to the administration of the general property tax. If your 
state derives income from general property, look into the inter- 
fiscal relationship between it and the local units. 

2. Call upon your state tax board of equalization and ascertain 
what it does to make the administration of the general property 
tax more equitable and efficient. Does it seem to you that its 
work is effective? Why*? What recommendation do you have 
to make*? 

3. How does your state and local unit of government tax intangi- 
bles*? Do you find any cases of tax exemption to encourage 
capital migration into your state or community or to prevent 
it from leaving*? 

4 Examine into the effect of the cyclical changes m business on 
the general property tax. Is it depression proof*? Does it have 
elasticity and stability of income*? 

5 Select a small business and residential area in your community 
and make a concrete study of the application of the general 
property tax. Note methods of determining valuations; escape of 
property from taxation, classifications, delinquencies and tax 
sales. 
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CHAPTER 22 

TAXATION OF PERSONAL INCOMES 


The origin of taxation of incomes reaches far back m history, 
even in ancient history. In something like its present form, the 
income tax was first attempted by England in 1798 as a war 
measure. In 1799 another act was passed which was called “an 
Act to Repeal the Duties imposed by the Act made in last session 
of Parliament for granting Aid and Contribution for the Prosecu- 
tion of the War; and to make more effective Provision for the 
Purpose by granting certain duties upon Income in lieu of said 
Duties.” The tax was imposed upon all residents of Great Britain 
in respect to their entire income. With but few exceptions, England 
has relied heavily on the taxation of incomes in some form until 
the present; but it has always been administered by the central 
government with division of yield among the local units. This 
same reliance on the taxation of incomes as a source of revenue 
and, except in the United States, on central administration, is 
also true of all the governments of the world 

In this country, the colonies used the taxation of incomes as 
a source of revenue which they continued in some form after 
becoming states. Today, most states in the Union as well as the 
federal government levy on incomes, both individual and corpo- 
rate. In the United States, wherever a tax on income is now used, 
it ranks as one of the first in the production of revenue 

Early Federal Income Tax Laws. Taxation of incomes by the 
federal government was first proposed by Congress during the 
War of 1812-1814. At that time, the principal sources of revenue 
to the federal government were customs duties and a few excise 
taxes. Although the war of 1812 proved to be so expensive that 
additional sources of revenue were needed, the proposed tax on 
incomes, like the proposed tax on inheritances, never became law. 

The first federal income tax law was actually passed on August 
5, 1861,^ and continued in effect, with several changes, until it 
expired in 1872. During that period, when revenue was so badly 
needed to prosecute the Civil War and for post-war reconstruction, 
the Supreme Court sustained the constitutionality of the Acts 

*12 Stat. 292, 12 Stat 309. 
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between 1861-1872 in two unanimous opinions, holding that the 
taxation of incomes was indirect and therefore need only be 
uniform throughout the United States.^ In the Springer vs. United 
States case, the Court said, Justice Swayne speaking: 

Our conclusions are that direct taxes, within the meaning 
of the Constitution, are only capitation taxes, as expressed 
in that instrument, and taxes on real estate; and that the tax 
of which the plaintiff in error complains is within the category 
of an excise or duty. 

Between 1872 and 1894 there were no federal attempts to tax 
income. In 1894, another federal law was passed taxing incomes, 
but it was rejected almost immediately by the United States 
Supreme Court by a vote of 5 to 4 on the gound that it was a 
direct tax on property and if it was to be used constitutionally it 
would have to be apportioned among the states according to 
census of population. ^ Since this method of administration was 
impossible the tax had to disappear. 

In the Pollock case, Chief Justice Fuller, speaking for the 
Supreme Court, said: 

Our conclusions may, therefore, be summed up as follows. 

First We adhere to the opinion already announced that 
taxes on real estate being indisputably direct taxes, taxes on 
the rent or income of real estate are equally direct taxes. 

Second. We are of the opinion that taxes on personal 
property or on income of personal property, are likewise direct 
taxes. 

Third. The tax imposed by Sections twenty-seven to 
thirty- seven, inclusive, of the Act of 1894, so far as it falls on 
the income of real estate and of personal property, being a * 
direct tax within the meaning of the Constitution, and, there- 
fore, unconstitutional and void because not apportioned ac- 
cording to representation, all those sections, constituting one 
entire scheme of taxation, are necessarily involved. 

In the Pollock case, the Supreme Court made it clear that an 
excise tax was indirect and therefore need not be apportioned; 
such rate need only be uniform throughout the United States. 
Accordingly, m 1909, a tax was imposed on incomes of corporations 
by calling it an excise tax on the privilege of carrying on or doing 
business as a corporate entity. The rate in this 1909 act was fixed 
at a very low per cent on corporate incomes, and a small exemption 

^Pacific Insurance Co. v. Soule, 74 U. S (7 Wall.) 433 (1868), Springer 
V. U. S , 102 U. S. 586 (1880); also see Scholey v. Kew, 23 Wall. 331 (1874), 
^Pollock V. Farmers' Loan and Trust Co., 158 U S. 601 (i895). 
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was allowed. The consitutionality of the Act of 1909 was duly- 
sustained by the United States Supreme Court.^ 

Because of the need for a general income tax on individuals, 
as well as on corporations, the Sixteenth Amendment was pro- 
posed and later added to the federal Constitution, although such a 
tax could be imposed on corporate incomes without benefit of the 
Sixteenth Amendment. This Amendment was passed by Congress 
on July 12, 1909, and its adoption was consummated by the 
necessary three-fourths of the states. It thereby became part of 
the federal Constitution on February 25, 1913. 

The Sixteenth Amendment to the federal Constitution reads 
as follows: 

The Congress shall have power to lay and collect taxes on 
incomes, from whatever source derived, without apportion- 
ment among the several States, and without regard to any 
census or enumeration. 

It should be borne in mind that the Sixteenth Amendment 
added no new tax power to that of the federal government; the 
federal government always has had the power to tax income if 
the tax was apportioned.® The purpose of this Amendment was 
solely to eliminate the requirement of apportionment of taxes on 
income. The Amendment, therefore, merely overcame the objec- 
tions raised in the Pollock case. It should be kept in mind, furtte- 
more, that a direct federal tax, not on income, is not freed by the 
Sixteenth Amendment of the requirement of apportionment.® 
The question of apportionment does not apply to the taxation of 
incomes by the states. Barring prohibition by its constitution, a 
state legislature may call anything income and tax it accordingly, 
provided the classification is not unreasonable, capricious, or 
arbitrary, and provided the tax does not violate the rule of uni- 
formity among classes, and is not on interstate commerce. 

Without delay, perhaps in anticipation of World War I, Con- 
gress on March 1, 1913, imposed an income tax which, with more 
than thirty-five major modifications and amendment^ has been 
in continuous operation since that date. The constitutionality of 
the Act of 1913 was unequivocally upheld by the United States 
Supreme Court in Brushaber v. Union Pacific Railroad Company,"’ 

^Flint V. Stone Tracy Company, 31 S. Ct. 342 (1911); also see Provident 
Institution v. Massachusetts, 6 Wall* (73 U. S ) 611 (1867). 
sEvans v. Gore, 253 U. S. 245 (1920). 

«Eisner v Macomber, 252 U. S. 189 (1919). 

^Brushaber v Union Pacific Railroad Co 240 U. S 1 (1916) 
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thus bringing the constitutional issue of federal taxation of in- 
comes to a close. 

Throughout its long history in the United States, at least until 
recently, the income tax has been regarded primarily as an emer- 
gency war measure, to supplement levies on property and excises, 
or in lieu of the latter. In its early use, almost insuperable diffi- 
culties were experienced in its administration, especially in the 
definition of income. In fact, many distinguished tax economists 
and legislators went so far as to predict around 1890 that the 
income tax would never become a substantial and dependable 
source of income to the federal or state governments. Many 
states abandoned its use because of the problems involved, only 
to return to it later as they devised better procedures of levy and 
collection. Only its obvious equity and possibilities as a source 
of great revenue caused the states and federal government to 
refuse to discontinue the taxation of incomes. In fact, so much 
does the equity of the taxation of incomes appeal to some people, 
that they have proposed it as a “single tax," exempting entirely 
all other sources of revenue to federal and state governments 

Early State Income Taxes. For over a century most states 
have had at least some experience with income taxes on individuals 
or corporations, or both. Wisconsin was the first state to pass a 
comprehensive income tax law in 1911,- other states quickly 
followed Possibly, from the point of view of present practice, the 
expenences of the states showed what was to be avoided rather 
than what was to be employed in the taxation of incomes. On the 
whole, until recent years, these taxes were not very productive. 
The laws were defective in provisions for administration; officials 
were lax in enforcement; definitions of what was taxable, and 
what was not, left much to be desired, thus increasing the diffi- 
culties of administration. 

Through the years there was much resistance to this form of 
taxation, a factor which led to considerable evasion. The per- 
sistent argument against the taxation of incomes was that the 
system was inquisitorial, that it compelled the revealing of in- 
formation which in reality should be strictly private, and that it 
was contrary to the spirit of democracy. Concerning the federal 
income tax bill in 1861, Representative Morrill said:* 

®Coiigressiojial Globe, Marcb 12, 1862, 37th Cong. 2nd Sess , p. 1196. 
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The income tax is an inquisitorial one at best; but upon 
looking at the considerable class of State offices, and the many 
thousands who are employed on a fixed salarj% most of whom 
would not contribute a penny unless called upon through this 
tax, it has been thought best not to wholly abandon it. Ought 
not men, too, with large incomes, to pay more in proportion 
to what they have than those with limited means who live by 
the work of their hands or that of their families? 

Although some colonies used levies which suggest the income 
tax of today, those taxes are of little or no significance as prece- 
dents for present practice. Their introduction had no reference to 
theories of taxation nor to the moot question concerning justice 
in taxation; the purpose was to supply an added source of income, 
usually as a supplement to the property tax. These levies went 
under the name of “faculty” taxes, and rested mainly upon 
trades, professions, and occupations. In some cases, however, as 
with Massachusetts and South Carolina, they formed the first 
crude and rather imperfect beginnings of the modem system of 
income taxes. No doubt in some instances they served the pur- 
pose of preparing the people for the introduction of more elabo- 
rate forms of levy, which subsequently became practice, and of 
revealing to other states and, ultimately, to the federal govern- 
ment, a productive source of income 

At one time or another from about 1840 to 1890, more than a 
dozen states used personal income taxes. These included Pennsyl- 
vania from 1841 to 1871, Maryland from 1842 to 1850, Alabama 
from 1843 to about 1866, Missouri from 1861 to 1866, Georgia 
from 1863 to 1866. Until 1933, Florida prohibited in its consti- 
tution the use of income or inheritance tax at all, in order to 
induce wealthy residents to come to the state. 

In some instances special revenue needs led to the introduction 
of this tax, as for example, the debts incurred during the internal 
improvement era and particularly in the southern states during 
and after the Civil War. Some states that once used and then 
abandoned this tax, have come back to it since 1900. Since that 
date, the increasing needs for revenue have been a partial cause, 
but the tax is now justified by the fact that it accords reasonably 
well with the canons of taxation, notably in providing a means of 
distributing the burdens of government according to ability to 
pay. The technique of its administration has also been greatly 
improved and simplified both by the states and the federal govern- 
ment. 
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In its employment, the states used most of the well known 
variations. In the words of one authority, “Every possible 
method has been tried. The tax has been levied as a general 
income tax upon all forms of income, and as a special income tax 
upon one or more forms of income; without regard to the source 
of the income and modified according to the source; as an appor- 
tioned tax, and as a percentage tax. The rate has been made 
proportional, progressive, and partly proportional and partly 
progressive. The exemption has been a fixed sum applied to all 
incomes and a sum varying with the form of income and with 
particular classes of individuals. The administration of the law 
has been under the direct supervision of the central government, 
and it has been left to the option of the local units The tax has 
been employed strictly as a war measure, as a peace measure, and 
as both.”*' 

Recent State Income Taxes. During the last decade, income 
taxes, both individual and corporate, have come into rather wide 
use among the states. In 1930 fifteen states showed collections 
from individual incomes; the number in 1933 was twenty-eight; 
and in 1946 thirty-three. In 1930 sixteen states reported receipts 
from corporate income taxes; the number in 1935 levying on this 
source was twenty-eight; and in 1946 thirty-two.^" This state- 
ment, however, does not convey a true picture of the relative 
importance among the states of this source of revenue. During 
the years from 1930 to 1935, excluding the federal government, 
three states, Massachusetts, New York, and Wisconsin, regularly 
collected more than four-fiifths of the individual income taxes; and 
four states, California, New York, North Carolina and Wisconsin, 
more than two-thirds of the corporate income taxes.“ In 1946 
four states, California, Massachusetts, New York and Wisconsin, 
collected more than seventy per cent of the total taxes on indi- 
vidual incomes; and five states, California, Massachusetts, New 
York, Pennsylvania, and Wisconsin, collected slightly more than 
the sam e percentage of taxes on corporate incomes ^ This means 

®D. 0, Kinsman, ^'The Income Tax m the Commonwealth of the United 
States, Puhhcations of the American Economic Association^ 3d Series, Vol. IV, 
No 4, November, 1903 

^^Collections from Selected State'-Imposed Taxes, 19S0-19S6, Division of 
Research and Statistics, Treasury Department, p. 13. For 1946, see State 
Finances, 19^6, U. S. Department of Commerce, Bureau of the Census, 
Government Printing Office, 1947, Table 5, p. 9. 

^^State Finances, 191^6, U. S, Department of Commerce, Bureau of the 
Census, Government Printing Office, 1947, Table 5, p. 9. 
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that only relatively small amounts of taxes from incomes were 
collected by the other states using these sources of revenue. 

It is worth observing that with both individual and corporate 
income taxes, the states, so far as they use these imposts, and the 
federal government are deriving revenue from the same source. 
As among the various authorities, there are differences in the 
manner in which the tax is imposed, and sometimes differences 
in methods of administration; but, in any event, and in all cases, * 
it is income which supplies the revenue. - 

This has led to the charge that the use of the income tax by 
these two authorities constitutes double taxation. It is not easy 
to decide the merits of this controversy. In some eases the attack 
is based on the justice of the levies, that is to say, it is unjust to 
tax the same source twice Connected with this is the argument 
that double taxation tends to become confiscatory. In some cases, 
the taxation of income does amount to double taxation in the 
technical sense when the tax is levied by the same unit of govern- 
ment; in other eases, the same income is only taxed multiply by 
two or more units of government at the same time. 

Possibly the real issue is in the amount taken by the two 
authorities, and the amount that remains to the recipient of 
income, rather than the fact that the individual or corporation is 
taxed twice on the same source. This condition of double levy is 
to be found in other instances besides income taxes It is rather 
common practice for both federal and state governments to derive 
income in one form or another from the same sources; this is often 
the case with estate and inheritance taxes, and with sales taxes 
and levies on liquors, tobacco, and gasoline. 

Civil War Income Taxes. During its income tax history, the 
federal government has enacted over thirty-five statutes, modifi- 
cations, and amendments to its laws relative to the taxation of 
incomes. It is therefore impossible and unnecessary to discuss all 
these measures But certain acts should be studied in order to 
trace the development and improvement of the technique of 
administration of this source of governmental revenue to the 
present time 

The use of the income tax by the federal government during 
the Civil War period was particularly distinctive in that it was a 
departm’e from the usual methods of financing, even in emer- 
gencies. Until that time, the federal government had depended 
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almost entirely on custom duties and excises on a few commodi- 
ties for its total revenue. As one authority has said: “It is a matter 
of some surprise, in view of the prejudice which exists in the 
American mind against any tax which is at all inquisitorial m 
character, that Congress should have had recourse to the income 
tax in 1861,1® when the apportioned direct tax was imposed, and 
before any attempt had been made to open up the more available 
forms of indirect taxation.”i* 

Possibly the need of immediate revenue to finance the Civil 
War was one of the reasons for the use of the income tax. At that 
time the federal government had few facilities for making loans. 
It had completly severed its relations with the banking system of 
the country about 1836. It was supposed that the income tax 
would be immediately productive and, in addition, that its appli- 
cation was capable of great extension in case of need. It was, 
however, characterized by its sponsor as one of “the least defen- 
sible” of the proposed taxes, but worthy of retention because of 
“the considerable class of state officers, and the many thousands 
who are employed at a fixed salary, most of whom would not 
contribute a penny unless called upon through this tax.”^® 

There were flaws in this reasoning, perhaps excusable at that 
time, when the doctrine of incidence was little understood. The 
fact IS that the apportioned taxes and the projected indirect taxes 
would and did reach all classes in the country. Moreover, it might 
be added that an income tax in some form was not altogether new 
in the United States, because it had been employed occasionally 
by several states, although usually as an emergency source of 
income. 

The Act of August 5, 1861, was moderate in its impositions, 
although in some respects it would not have satisfied the ideas of 
many modern legislators, particularly with regard to progression, 
exemptions, and deductions. All incomes in excess of $800, from 
whatever source, were subject to a 3 per cent tax, one exception 
being United States securities which paid 1.5 per cent. In com- 
puting income for the purposes of the law, deductions were per- 
mitted for taxes paid to national, state, and local authorities. The 
duty was self-assessed upon schedules supplied to the prospective 
payer. Thus this first act very mildly suggested progression, 

“Act of Ai^st 5, 1861 

“Frederic C. Howe, Taxation and Taxes in the United States Under the 
Internal Revenue System (Thomas Y Crowell Co., New York, 1876), p. 90 

'■‘Ibid. 
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exemption, and deductions. The levy was assessed but once, 
because Congress replaced this law with the Act of July 1, 1862. 

The Act of 1862 was supplemented about two years later, 
June 30, 1864, by a more comprehensive measure, but it is worth 
observing some of the features of the law of 1862 since they indi- 
cate the trend of development in income tax thinking. For one 
thing, the exemption was reduced from $800 to $600; in addition, 
the law made application of a very moderate progressive principle; 
incomes between $600 and $10,000 paid 3 per cent and those above 
$10,000 paid 5 per cent. Collectors were specifically instructed to 
the effect that returns of incomes should not be open to public 
inspection. Incidentally, this feature has troubled tax adminis- 
trators in recent years The evils of publicity for income tax re- 
turns on the one hand, or of keeping the information merely for 
departmental use, on the other, seem to be inherent in the income 
tax system Without publicity there is apt to be a good deal of 
evasion; with it, among other troubles, the taxpayer is harassed 
by solicitations of all kinds and descriptions; and, moreover, 
private information is revealed to persons who have no right to 
receive it. 

The progressive principle was employed more extensively m 
the Act of June 30, 1864 A rate of 5 per cent was applied to in- 
comes between $600 and $5,000; between $5,000 and $10,000 the 
rate was 7.5 per cent; all incomes above $10,000 paid a uniform 
rate of 10 per cent. 

Certain deductions were permitted; for example, a householder 
was not required to report the annual rental value of the home 
whether he was tenant or owner. In some respects, the methods 
laid down in the act for computing annual gains imposed almost 
impossible conditions upon the taxpayer. With farmers, for 
example, the requirements demanded very definite returns of all 
“incomes and gains derived from the increased value of livestock, 
whether sold or on hand, and the amount of sugar, wool, butter, 
cheese, pork, beef, mutton, or other meats, hay, grain, or other 
productions of the estate of such person sold.”^® Not only were 
those requirements vexatious and burdensome, but they were 
difficult to apply, if substantial uniformity was expected in the 
returns of taxpayers, especially since the farmer did not keep a 
very adequate set of books on his business. 

‘•Frederic C. Howe, op. cit., p. 92 
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Several days after the enactment of the Law of June 30, 1864, 
Congress imposed a special, and additional, income tax on all 
incomes in excess of $600. Only one assessment was made under 
this law. 

The close of the war brought relief to the urgent demands of 
the Treasury. Expenditures suddenly decreased and revenue 
continued at a high level. This situation stimulated a demand for 
a repeal of the income tax laws. Congress was not willing to take 
this step at once, but the law was gradually relaxed. The Law of 
March 2, 1867, raised the exemption to $1,000, with a flat rate of 
5 per cent on all incomes in excess of that amount; the exemptions 
were raised to $2,000 by the Act of July 14, 1870. This tax system 
expired by limitations in the act in 1872. 

Through the eleven years from 1861 to 1872 in which collec- 
tions were made under the various Civil War income tax laws up- 
wards of $346,000,000 was collected by the Treasury, a sum not 
inconsiderable for flnancing the emergency. Receipts were notably 
large during the prevalence of the higher rates. The largest return 
was in 1866 when the Treasury received $72,982,000. The income 
tax had been regarded as an emergency source of income. The 
gradual reduction of the national debt, and the surplus of revenue 
during many years prior to 1890, rendered further use of this form 
of taxation unnecessary. 

The Act of 1894. Dunng the twenty-two-year penod from 
1872 to 1894, there were no attempts to tax incomes by the federal 
government But the issue of taxation of incomes arose again 
when tariff measures were under discussion in 1893 and 1894. 
The income tax was not presented as a separate bill, but as an 
emergency revenue measure as a part of the Wilson Tariff Act, 
which became a law on August 27, 1894 Although the tariff act 
was unsatisfactory in many respects, its proponents succeeded in 
effecting a considerable reduction in some import duties and of 
making additions to the free list. These changes introduced the 
prospect of a reduction in customs revenue. The inclusion of the 
income tax provision was necessary to make good the revenue 
lost by the tariff. The Act of 1894 provided for a tax of 2 per cent 
on all incomes over $4,000 Thus the modern use of income taxes 
as a regular source of federal income had its beginnings about 
that time. 
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The effort to shift the burden of a tax to other classes is as old 
as tax legislation itself, and it appeared with the income tax 
provision of the Act of 1894. The measure was supported mainly 
by representatives from the South and West, where the high 
exemption of |4,000 would relieve most people of the burden of 
the tax. The plan received very little support from representa- 
tives from New England and the Middle Atlantic states where, 
obviously, because of the greater wealth, the chief weight of the 
tax would fall. All the old objections were raised against the 
measure, namely, that it was inquisitorial, contrary to the spirit 
of democratic institutions, promotive of fraud and evasion, dis- 
criminatory against the thrifty elements of society, and adminis- 
tratively impossible. In later discussions, the economic questions 
came to the fore as reason for greater moderation in the levy, 
particularly with reference to income in the higher brackets. 

Another argument brought against the income tax was that it 
was unconstitutional. It was on this basis that the matter was 
brought into the courts. Four issues were involved: (a) whether 
a tax on the income from real estate was a direct tax within the 
meaning of the Constitution; (b) similarly, whether a tax on in- 
come from personal estate was direct; (c) whether the tax infringed 
upon the principle of uniformity; and (d) whether it was constitu- 
tional to impose a tax on state and municipal bonds. In an opinion 
on April 8, 1895, the tax on rent and income from land was held 
to be a direct tax, and thus unconstitutional unless apportioned 
The court was evenly divided on the second and third issues as 
stated. But upon a rehearing one justice changed his decision, with 
the result that the entire tax was declared unconstitutional on 
all four counts.^^ 

In those decisions the legal and economic views were brought 
into contrast. Economists have not been concerned with legal 
arrangements, but have sought an answer to the question: “Where 
is the final resting place of the tax?” In their view a direct tax is 
one which cannot be shifted. Thus the economist would have 
given quite different answers to the issues stated above from those 
given by the court. 

In 1909, Congress passed another income tax, but this time 
only on corporations. It provided for 1 per cent levy on corporate 
incomes in excess of $5,000. The tax was called an excise on the 
privilege of doing business measured by income. This measure 

'’Pollock V. Farmers’ Loan and Trust Co , 167 TJ. S. 429 (1895); on 
rehearing, 168 U. S 801 (1895). 
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was also contested, but sustained by the United States Supreme 
Court in the famous case of Flint v. Stone Tracy Company.^ 
The income tax, especially on individuals, became an issue 
which finally emerged as the Sixteenth Amendment (proclaimed 
February 25, 1913) to the effect that “The Congress shall have 
power to levy and collect taxes on incomes, from whatever source 
derived, without apportionment among the several states, and 
without regard to any census or enumeration.” 


The Act of 1913. Congress promptly took advantage of the 
tax power conferred by the Sixteenth Amendment. A prospective 
shortage of federal income because of the reduced duties of the 
Underwood Tariff of 1913 and of the imminence of a World War 
made necessary a quest for new sources of revenue. Levies on in- 
comes were expected to fill the gap. The Tax Law of 1913 was 
moderate, in fact, decidedly more so than the Civil War income 
taxes. The exemptions were much more liberal and the maximum 
rates lower but more progressive than with the predecessor income 
taxes. The law permitted deductions for, among other items, 
worthless debts, losses not covered by insurance, taxes paid to 
other authorities, necessary expenses for carrying on a business, 
and taxes collected at the source. A normal tax of 1 per cent was 
imposed on persons with incomes in excess of $3,000 or $4,000, 
depending on whether their status was single or married. And 
surtaxes were imposed as follows: 


$20,000 to $50,000 

50.000 to 75,000 

75.000 to 100,000 

100.000 to 250,000 

250.000 to 500,000 
Excess of $500,000 


1 per cent 

2 per cent 

3 per cent 

4 per cent 

5 per cent 

6 per cent 


In some respects the results of the law were a disappointment 
to its proponents. For one thing, Congress did not have the data 
upon which to base estimates, and, for this reason, if for no other, 
the rates were more or less experimental. The yield in 1914 was 
only $28,000,000, although in subsequent years during the exist- 
ence of tins law, the revenue increased. In 1916 it was $68,000,000. 
As many persons predicted, the burden rested heavily upon the 
industrial sections, notably upon New York, Pennsylvania, 
nUnois, and Massachusetts. The total number of returns was 


“220 U S. 107 (1911). 
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about 336,600, an indication that the tax reached only a small 
fraction of the population which at that time exceeded 90,000,000, 
and thus lent color to the contention that the tax was directed not 
only to certain sections, but to certain classes. 

Although the United States was not involved as a participant 
in World War I until 1917, various imfortunate economic effects 
were expenenced almost from its start in 1914. The income from 
customs declined. Meanwhile, it became evident that this country 
would be involved in the conflict in one way or another; conse- 
quently, it became imperative to strengthen the army and navy. 

Congress envisioned other additional expenditures. By the 
Revenue Act of October 22, 1914, to supply further income, Con- 
gress increased the duties on fermented liquors, introduced stamp 
taxes, and imposed special taxes on bankers and brokers. The 
Revenue Act of September 8, 1916, provided a considerable 
increase m existing taxes, including the income tax Under the 
prior law the maximum surtax rate had been 6 per cent. It wa.s 
increased to 13 per cent in 1916 The normal rate on individuals 
and corporations was increased from 1 to 2 per cent, and the 
surtax rates were raised m various brackets. 

With the entrance of the United States into the war in 1917, 
practically all existing sources of income were subjected to in- 
creased levies, and some new ones were added. By the Act of 
October 3, 1917, income tax rates were changed all along the line 
with the hope that this source would yield annually in excess of 
$800,000,000. The normal tax was raised from 2 to 4 per cent; 
exemptions were lowered to $1,000 for unmarried, and to $2,000 
for married persons; and the maximum rate in the graduated scale 
was greatly increased Incomes of $2,000,000 and over were 
required to pay at the rate of 67 per cent. That the weight of this 
law was spread over a large number of people in indicated by the 
fact that the number of individual tax returns was 4,425,100 
in 1918, and 7,259,900 in 1920. In 1918 the total tax yield was 
$1,127,722,000 ($476,433,000 from the normal tax and $651,289,- 
000 from surtaxes), and in 1920, $1,075,000,000 ($478,200,000 
from normal tax and $596,800,000 from surtaxes) 

After the close of World War I, revisions in income tax laws 
were made in the acts of 1921, 1924, 1926, and 1928, for the 
purpose of reducing the rates With the coming of a rather long 
period of good times after 1922, revenue receipts were large and 
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the government was able to reduce its gross debt from about 
$25,482,000,000 in 1919. to $16,185,000,000 in 1930. Thus, pro- 
gressively smaller sums were required for interest and the dis- 
charge of the principal Eventually, because of the repercussions 
of the depression beginning in 1929, it became necessary to in- 
crease taxes, including the income tax. As the matter stood in 
1939, the income tax was graded into some thirty-nine steps or 
brackets. 

Thus, by 1939, the income tax had ceased to be a mere emer- 
gency measure, but had become an integral accepted source of 
revenue both to many states and the federal government. Such 
characteristics as its constitutionality, progression of rates, 
exemptions, deductions, bracketing and a better system of ad- 
ministration had been established. 

Definition of Income. But the taxation of income still had its 
problems. One of the most difficult questions in the administration 
of taxation on incomes was and is the definition of gross and net 
income. The United States Supreme Court has struggled with 
this problem from the beginning, and, even at present, the matter 
IS not very clear. 

Income was first defined by the Supreme Court as the gam 
derived from capital or labor or both. In the famous case of 
Eisner v. Macomber,^® the Supreme Court said: 

Income may be defined as a gain derived from capital, 
from labor, or from both combined, provided it be understood 
to include profit gamed through sale or conversion of capital 
assets 

Again the Supreme Court said in the same case:“ 

Mere enrichment through increase in value of capital in- 
vestment is not income in any proper meaning of the term. 

This definition makes it very clear, since income is “gained 
through sale or conversion of capital assets,” that one of its 
essential ingredients is consideration in the legal sense of the term. 
Property or money received without consideration or without 
something of value being given is not income; hence, a pure gift 

”252 U S. 189 (1919); See also Stratton’s Independence v. Howbert, 231 
U. S. 399 (1913); Van Baumback v Sargent Land Co., 242 U. S. 503 (1917); 
Biwabik Mining Co. v. U. S , 247 U S. 116 (1918), Goldfield Consolidated 
Mines Co , v. Scott, 247 U. S. 126 (1918) 

, pp 214 and 215 
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IS not taxable as income. Another important characteristic of 
income is that it must be something of value realized, as in the 
case of gain derived from property by sale or exchange. The 
mere increase in the value of property due to the change in the 
purchasing power of the dollar or inflation of general prices is not 
a taxable income; there must be a transaction by which this 
increase in value is received. A further requirement of taxable 
income is that it must be the increment increase as distinguished 
from the capital from which it is derived. Also only the excess 
over costs, or net income, is the income upon which the tax may 
be imposed. This last characteristic of income has been very con- 
fusing to the lawmakers and to the courts. Is gross income income 
for purposes of taxation? In the early income tax laws, especially 
the Act of 1909, no provisions were made for depletion of capital 
assets, with the result that taxable income was larger than true 
income, but this ]vas not especially burdensome because the rates 
were so low. Even in the Act of 1913, the law limited deduction 
for depletion of capital assets to 5 per cent of the gross income. 
It was not until much later that the United States Supreme 
Court realized that depletion and depreciation were elements of 
cost.^^ In a later series of cases the Supreme Court held that the 
power of Congress under the Sixteenth Amendment extended to 
gross income so that deductions could be limited by statute, 
although a graduated gross receipts tax was held to be unconsti- 
tutionaP^ on the ground that the classification was arbitrary. 

In some instances the United States Supreme Court, in defining 
income, has adopted a kind of 'Vule of reason,’' or what seems to 
be the ordinarily accepted connotation of the term "Income.” In 
this regard, the Supreme Court has spoken as follows 

In determining the definition of the word “income'* thus 
arrived at, this court has consistently refused to enter into the 
refinements of lexicographers or economists and has approved, 
in the definition quoted, what it believed to be the commonly 
understood meaning of the term which must have been in the 
minds of those people when they adopted the Sixteenth Amend- 
ment to the Constitution. 

2iDoyle V. Mitchell Bros Co , 247 U. S. 179 (1918), Lynch v. Alworth- 
Stephens Co , 267 U. S. 364 (1925); U. S v. Lmdey, 274 U S 295 (1927); 
Burnet v. Logan, 283 U. S. 404 (1931) ; Helvering v. Falk, 291 U. S 183 (1934). 

22Woolford Realty Co. v. Rose, 286 U. S. 319 (1932), Helvering v. Chester 
N. Weaver Co. 59 S. Ct. 185 (1938), White et al v. U. S. 59 S. Ct. 179 (1938). 
^’‘Stewart Dry Goods Co. v. Lewis, 294 U. S. 550 (1934). 

24Merchants Loan and Trust Co v Smietanka, 255 U S. 509, 519 (1920). 
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Later, the definition was broadened to include the profit on the 
sale of capital assets. This involved the taxation of capital gains. 
A capital gain is usually defined as the increase in the value of 
capital assets over their cost. There must be a realization of this 
gain through sale or use before a tax liability will apply. 

In the taxation of capital gains, two major questions are in- 
volved. First, are capital gains income; second, how should this 
form of income be taxed? That capital gains are income or m the 
nature of income is the usual interpretation. As to the form of 
tax to be applied, there are two alternatives; first, a differential 
levy, such as has been used by the federal government since 1921; 
and second, the inclusion of net capital gams with other income 
for taxation at ordinary income tax rates. 

Whatever the theoretical definition, the laws usually define 
income for the purposes of the particular statute. The definition 
has changed from time to time. The Revenue Act approved June 
22, 1936, contained the following: “ ‘Net Income’ means gross 
income computed under Section 22, less the deductions allowed 
by Section 23.” The general definition of “gross income” in 
Section 22 is as follows: “ ‘Gross income’ includes gains, profits, 
and income derived from salaries, wages, or compensation for 
personal service, of whatever kind and in whatever form paid, 
or from professions, vocations, trades, businesses, commerce, or 
sales, or dealings in property, whether real or personal, growing 
out of the ownership or use of or interest in such property; also 
from interest, rent, dividends, securities, or the transaction of any 
business carried on for gain or profit, or gains or profits and income 
derived from any source whatever. In the case of Presidents of the 
United States and of federal judges taking office after June 6, 1932, 
the compensation received shall be included in their gross income; 
and all acts fixing the compensation of such President and judges 
are hereby amended accordingly.” 

Incidence of the Income Tax. Undoubtedly one advantage of 
the income tax lies in the fact that the authorities can be relatively 
certain as to the final resting place of the tax Likewise, there is 
relative certainty that a properly graded tax may reach the vary- 
ing degrees of ability to pay. 'This certainty does not exist with 
many other kinds of taxes. No one knows the extent to which the 
aggregation of indirect levies bear upon ability, although the 
common impression is that their burden is heavy on persons of 
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small and relatively small incomes, but progressively lighter as 
the income increases in magnitude. This is due to the fact that 
it is often impossible to trace the shifting of the incidence to its 
final resting place, and in most instances one cannot estimate the 
total burden on the individual of the aggregate of many indirect 
taxes which find their way into the commodities he buys. 

Whether or not, in all cases, the income tax can be shifted is 
a debatable question. For the moment, consideration is not to 
the “pressure” of the tax, but to the incidence in the sense in which 
this term is commonly employed. The situation is really more 
complex than it is ordinarily believed. 

An income tax may be devised to extend down to low incomes, 
say $500 a year, and to grade the brackets upward from that 
point In this case all or a part of the tax on the low brackets may 
be shifted. The tax takes from the recipient a portion of his in- 
come which otherwise would be spent for the necessities and 
luxuries of life It deprives him of the opportunity of enjoying as 
much of these goods as before the tax was imposed. He considers 
the quantity of goods and services which he has previously en- 
joyed as a part of his established standard of living. If he belongs 
to a labor group which is strongly organized, in all likelihood he 
and others of the group will use their united strength to obtain a 
wage which will restore the standard lost by the tax. Nowadays, 
since labor economists watch closely price indexes in their relation 
to wages, it IS not likely that they would overlook a decline of 
purchasing power due to the tax. 

The Pressure of the Income Tax. Beyond the incidence of 
most taxes is a series of effects which were not intended, or even 
understood by the legislators, at the time the law was enacted. 
Is the incidence of the income tax the “be-all and the end-all” of 
the tax sequence, or does the levy set into action a trail of events 
which produce more remote results? To answer this question, it 
is necessary to ascertain, first, what a government does with the 
funds thus collected and, second, to what use the funds might 
have been applied if left in the hands of the recipients of income 

Funds taken by governments m the form of taxes are m most 
cases diverted from the uses of the ordinary run of commerce and 
industry into other channels. This is notably the case with large 
expenditures for ordinary government, social and economic func- 
tions, and for war To a very large extent, government income is 
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not spent to maintain or improve the productive equipment from 
which gainful workers obtain their income, or for additions to 
that part of the social resource which we call liquid capital. 

What use might have been made of such funds if left in the 
hands of the original income earners? The answer depends on the 
disposition which the individual makes of his income, and upon 
the size of the income which he receives Persons in the lower 
income brackets contribute relatively little to the annual national 
increment of capital. This point of view has been expressed in the 
following words: “This vital, reproductive, and fertile capital- 
saving comes almost wholly from the 3 or 4 per cent of the popu- 
lation which has, or pays income taxes on, incomes of $5,000 a 
year and over.”^^ The study upon which this statement is based 
seems to bear out the facts. Bearing on the same idea is the con- 
tention that “this steady gam in product^® has been closely re- 
lated to the corresponding and slightly greater gain in the amount 
of capital invested; and as this invested capital goes almost wholly 
to the purchase of new machinery, or to plant extension, or to the 
development of new processes and methods, one may surmise 
that this rate of progress is possible only through a corresponding 
(or greater) rate of increase in the capital invested. ”2’’ Thus, if 
a country is “geared” to a steady rate of expansion, and to full 
and general employment of persons seeking gainful occupations, 
there must be “an adequate and steady supply of new capital 
and the use of this capital for the augmentation of productive 
capacity.”^® 

Of course, the extent of retardation, or repression, of industrial 
progress depends upon the rates of levy In this country, where 
productivity is high, it could hardly be contended that rates, such 
as those in the Tax Law of 1913, or even in that of 1916, were a 
serious repressant to capital accumulation, or to the expansion 
of industry and employment. But a good case could be made out 
for the depressing effects on these various factors by the heavy 
imposts in the Act of 1934 or later. 

Certainty and Regularity of Revenue from Income Taxes. Since 
1920, an d especially during the years of World War II and the 

2®Carl Snyder, “The Capital Supply and National Well-being,” The 
American Economic Review, XXVI, No 2, p 221. 

^^Ihid , p 213. This author gives extensive systems of graphs to illustrate 
the relation of productivity to capital accumulation 

^Uhid 

^^Ihid 
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subsequent period of readjustment, the personal income tax has 
been a heavy producer of revenue to the federal government. 
According to the following table, the ratio of income tax revenues 
to total revenue receipts of the federal government for 1915 was 
9.8 per cent, but it became more than 50 per cent in 1949 The 
ratio curve is variable but upward, especially during recent years, 
showing the relative importance which taxes on personal incomes 
bear to total revenue receipts of the federal government. 


FEDERAL PERSONAL INCOME TAX REVENUES^^ 
1915-1949 


Year 

Personal In- 
come Tax 
Revenues 
($ Millions) 

Total 
Revenue 
Receipts 
($ Millions) 

Ratio op 
Income Tax 
Revenues to 
Total Revenue 
Receipts 

1915 

68 

698 

(PER cent) 

9 7 

1918 

1,218 

3,665 

30 8 

1920 

1,075 

6,695 

16 1 

1925 

845 

3,780 

22 3 

1930 

1,147 

4,178 

27 4 

1935 

527 

3,800 

13 9 

1940 

982 

6,387 

18 2 

1942 

3,263 

12,799 

25 5 

1945 

19,034 

46,457 

40 9 

1947 

19,343 

43,259 

44 7 

’*'1948 

21,951 

45,210 

48 5 

*1949 

22,506 

44,477 

50 6 


*Budgeted for years indicated. 


Some authors have spoken of the income tax as the flexible or 
adjustable element in the tax system of a country. By this they 
have meant that by raising the rates it would be possible to fill in 
the gaps caused by shortages of revenue from other sources, and 
that by lowering the rates an excess of receipts over needs could 
be corrected. A case could be made out for this contention if 
business were always to move on an even keel, and thus incomes 
from salaries, wages, and profits could always be expected to be 
a relatively constant sum. As a matter of fact, all incomes, from 


29See Statistical Abstract of the United States^ 1941, Table 192, p 178; 1948, 
Table 345, p. 321; 1948, Table 360, p 328; 1948, Table 353, p 331 Federal 
Budget, 1949, page M-9 
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whatever source, vary greatly with changes in business conditions. 
The extent to which a depression may affect such revenue is shown 
by the fact that the net income of individuals m 1932 was less 
than hah of what it was m 1929, and the drop in corporate incomes 
was even more precipitous Thus, there is little hope of obtain- 
ing relative stability of government revenue merely through 
adjustments made in the levies upon income taxes, whether 
individual or corporate. 

Again referring to the above table, it is easy to see that the 
volume of receipts from personal income to the federal govern- 
ment have varied widely. This variation may be explained 
partly by the many changes that have been made from time to 
time m the rates, exemptions and deductions, and the inclusion 
of lower income groups, and partly by the wide variation in the 
national income. The taxation of incomes is greatly affected by 
the stage in the cyclical condition of the country. 

Provisions of Current Income Tax Laws. The federal income 
tax law of 1948 differs in many details from other income tax laws 
passed since the beginning of World War II. Furthermore, it may 
be changed one or more times by each session of Congress. Never- 
theless, the general pattern of this law, as described in the follow- 
ing paragraphs, illustrates the provisions of income tax laws of 
recent years and the probable provisions of future tax laws 

To determine the amount of his tax, the taxpayer first finds 
the amount of his gross income. Gross income includes income 
from all sources except that which the law specifically exempts. 
Examples of income that need not be included in gross income are. 

All active service pay of enlisted personnel in the armed 
services (Officers’ pay is partially exempt) 

Pensions and disability compensation to war veterans and 
their families 

Federal and state social secunty benefits 

Gifts, inhentances, bequests 

Workmen’s compensation, insurance, damages, etc., for bodily 
injury or sickness 

Life insurance proceeds paid upon death 

Interest on the bonds of states and their political subdivisions 
and on certain federal bonds issued before March 1, 1941 

Special provisions are made for gains and losses from the sale 
or other conversion of capital assets, and of land, buildings, and 

^’‘Statistical Abstract of the United States, 1935, p. 177 
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any other depreciable property used in the taxpayer’s trade or 
business. Gains and losses from the sale or exchange of capital 
assets are separated into two categones: long-term capital gains 
and losses (where the property was held more than six months), 
and short-term gains and losses Only 50 per cent of the long-term 
capital gam or loss is taxable, whereas 100 per cent is taxable if it 
is a short-term capital gain. 

The taxpayer is permitted to make certain deductions from 
his gross income in determining his adjusted gross income. Ex- 
amples of these deductions are: 

Ordinary and necessary expenses directly connected with the 
taxpayer’s business or profession 
Expenses connected with any activity of the taxpayer, entered 
into for gain, even though these activities are not in his 
regular trade or business 

After arriving at his adjusted gross income by subtracting the 
permitted items from his gross income, the taxpayer may subtract 
certain personal expenses from the adjusted gross income. Ex- 
amples of deductible personal expenses are: 

Contributions to religious, charitable, educational, scientific, or 
literary organizations if they are not organized for profit nor 
for the purpose of influencing legislation (The deduction is 
limited to 15 per cent of adj'usted gross income) 

Interest 

Property taxes 

State income taxes 

State or local retail sales taxes 

Auto license fees 

Poll taxes 

State gasoline taxes in most states 

(Federal excise taxes on luxuries, employees federal old-age 
benefits tax, and federal income taxes may not be deducted) 
Non-business losses (not covered by insurance) arising from 
fire, storm, shipwreck, or other casualty, or from theft. 
Medical, dental, and hospital expenses in excess of 5 per cent of 
adjusted gross income. 

If the taxpayer does not care to list his personal deductions, he 
may use as the sum of his personal deductions 10 per cent of the 
adjusted gross income or $1,000, whichever is the smaller amount. 
It is to the taxpayer’s advantage to list his personal deductions 
separately only when they amount to more than 10 per cent of his 
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adjusted gross income or to more than $1,000. Adjusted gross 
income less the personal deductions equals net income 

From his net income, the taxpayer is permitted to subtract 
an exemption of $600 for himself, and an equal amount for his 
wife if she does not file a separate return, and for each dependent 
relative who has a gross income of less than $500 and who has 
received more than half of his support during the year from the 
taxpayer. An extra exemption of $600 is given to the taxpayer if 
he is over 65 years of age, and a further equal exemption is given 
to him if he is blind Similar exemptions are granted if the wife 
of the taxpayer is over 65 years of age or is blind, but additional 
exemptions of this kind are not granted for dependents. 

Gross income, deductions, and exemptions may be summarized 
as follows: 

Gross income — business deductions = Adjusted gross income 

Adjusted gross income — personal 
deductions (or an optional stand- 
ard deduction) = Net income 

Net income — exemption credits = Amount to which tax 

rates are applied 

Tables may be used in the computation of the tax. In the 
1948 law, certain rates are applied and then the amounts are 
subject to certain deductions. The net effect of the rates is a tax 
of about 17 per cent on the first $2,000 of the amount to which 
tax rates are applied, increasing steadily to 82 per cent on incomes 
in excess of $200,000 

The Withholding Tax. During World War II, Congress pro- 
vided for the withholding, “pay-as-you-go,” income tax plan 
which went into effect on January 1, 1943. The purpose of this 
plan was to provide a method of collecting the income tax at its 
source by requiring the employer to withhold from wages the 
proportional amounts at each payday. Under the Revenue Act 
of 1948 approximately the entire tax liability is withheld on 
incomes up to $5,000 where the income is solely from wages. One 
of the great advantages of such a plan is that it collects the tax 
currently on a “pay-as-you-go” basis out of the employee’s wages 
so that the full amount does not fall due at one time at the end of 
the year. As defined by this law, an employee is any individual who 
performs services and who is subject to control by his employer 
both as to what and how services shall be performed. The collec- 
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tion of income tax by withholding does not apply to the business 
income of persons who are m business for themselves, since they 
are not '"employees/’ Such persons are required to file a declara- 
tion of estimated income for the ensuing year on or before March 
15 The tax on this estimated income may be paid in quarterly 
installments during the year, and a final report with a final pay- 
ment for the year must be made shortly after the end of the year 
Also those who receive wages in excess of $5,000 a year or income 
from other sources in excess of $100 a year must file a declaration 
of estimated income and must pay the tax that it is estimated 
will not be withheld from their wages. 

Certain classes of wage and salary pa 3 mients are exempt from 
withholding These consist of remuneration paid: 

1. Prior to January 1, 1949, for services performed as member 
of the military or naval forces of the United States; 

2 For agricultural labor; 

3. For domestic help, 

4 For casual labor; 

5. For services by a citizen or resident of the United States 
for a foreign government; 

6. For services performed by a non-resident alien; 

7. For services performed outside the United States; 

8. For services performed within a possession of the United 
States; 

9. For services performed by a minister of the gospel, 

10. As fees to a public official. 

Family Relations and Income Taxation. Many devices have 
been used by the family to avoid or to mitigate the taxation of 
incomes, such as intra-family sales, private charitable foundations, 
private annuities, trusts, joint tenancies, family partnerships and 
assignment of income-producing property to the wife. Perhaps 
the latest and most effective methods are the community property 
legislation by certain states and the provision in the Federal 
Revenue Act of 1948 for income-splitting between husband and 
wife. 

At common law, upon marriage, the husband acquires a vested 
interest in the property of his wife On the contrary, the wife 
fails to acquire a similar interest in her husband’s property. 
Property acquired by the husband during marriage is his separate 
property subject to the wife’s right of dower of one-third life 
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estate at the death of the husband. In general, she cannot be 
divested of the dower right except by her own voluntary consent. 

In the case of community property, the general principle 
underlying such system is that all property acquired during mar- 
riage by the industry and labor of either or both spouses, together 
with the produce and increase, belongs beneficially to both during 
the continuance of the marriage relation. The wife’s personalty 
is not merged m that of her husband but the relationship takes on 
many aspects of an economic partnership. While the community 
property laws are not uniform among the states which have 
adopted such systems, in general the wife is vested with an 
undivided one-half interest in all community property with her 
husband 

Shortly after the enactment of the first income tax law m 1913 
under the Sixteenth Amendment taxpayers in community prop- 
erty states claimed that they should be permitted to split their 
income for taxation purposes. In a series of cases the Supreme 
Court held that community income, although managed and con- 
trolled by the husband, is owned half by the wife; that the husband 
is merely the agent of the community as far as his wife’s half 
interest is concerned.^^ Therefore earnings of husband and wife in 
community property states are shared equally regardless of which 
spouse actually received the funds. This is significant in federal 
taxation owing to the sharply progressive rates of personal income 
taxes. Split income or split property enjoys lower rates than com- 
bined income or property because each half falls under a surtax 
rate lower than the rate on the combined income. 

In order that the taxpayers might have the advantage of tax 
savings under the Federal Income Tax Laws, many states®* 
hastened to provide by statue for community property between 
husband and wife. But in order to make this privilege of tax 
reduction uniform throughout the United States, Congress pro- 
vided the income-splitting method for husband and wife to apply 
to income earned during 1948 and later years. The effect is to 
equalize the tax burden on family income regardless of whether 
the family resides in a community property state or in a common 
law state. Summanzing the advantages of the income-splitting 

»Poe V Seaboon, 282 U. S. 101 (1930), Goodell v. Koch, 282 U. S. 118 
(1930), Hopkins v Bocon, 282 TJ. S 122 (1930); Bender v. Pfaff, 282, U. S. 
127 (1930). 

Arizona, California, Idaho, Nevada, New Mexico, Oklahoma, Texas, 
Arkansas, Michigan, Nebraska, Oregon, Pennsylvania and Washington. 



Ch* 22] 


Taxation of Personal Incomes 


596 


plan, the Report of the House Ways and Means Committee 
stated: 

Adoption of these income-splitting provisions will produce 
substantial geographical equalization in the impact of the tax 
on individual net incomes. The unfortunate and impetuous 
enactment of community property legislation by States that 
have long used the common law will be forestalled. The incen- 
tive for married couples in common law States to attempt the 
reduction of their taxes by the division of their income through 
such devices as trusts, joint tenancies, and family partnerships 
will be reduced materially. Administrative difficulties stem- 
ming from the use of such devices will be diminished, and there 
will be less need for meticulous legislation on the income tax 
treatment of trusts and family partnerships. 

To calculate the tax in case of joint return, the following 
procedure is prescribed: 

1. The net income is reduced by half; 

2. The normal and surtaxes are applied to this sum; 

3. The amount of the tax is then multiplied by two 

The obvious result is that the amount of the tax is greatly reduced 
when the amount of the income of either the husband or the wife is 
much greater than that of the other and when the amount is large 
enough so that the tax rate does not fall in the lowest bracket. 
It should be borne in mind that the income-splitting method as 
provided under the Federal Revenue Act of 1948 is in no way 
community property. It should also be kept in mind that the 
income-splitting and community property plans do not render 
useless or illegal any or all the other devices that have been em- 
ployed. A husband and his wife may still file separate tax returns 
out of their own independent incomes from wages or property. 
They may even form partnerships, provided such organizations 
are genuine m the legal sense of the term.^^ Intra-family sales may 
still be used where the husband sells part of his investments or 
business to his wife, but such transfer must be actually made for 
a bona fide valuable consideration. Private charitable organiza- 
tions, private annuities, trusts and joint tenancies may be used 
also to reduce the tax burden but sometimes with doubtful prac- 
tical results. 

*»See Commissioner of Internal Revenue v. Tower, 66 S. Ct. 532 (1946) ; 
Lusthaus V. Commissioner of Internal Revenue, 66 S. Ct. 539 (1946). Also 
see similar holdings in cases on page 456 of this text. 
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Summary. The taxation of incomes has been used by almost 
all countries in Europe for a long time. England early adopted 
its use, largely as an emergency measure to supplement the levies 
on property and excises, and sometimes in lieu of the latter 
When the business entity came into existence, especially the 
corporation, levies on incomes from these new sources were 
imposed in addition to those on natural persons 

In this country the colonies, and later many states, have used 
or are using income taxes in some form. 

A federal income tax was proposed during the War of 1812, but 
it never became a law. Congress imposed a tax on incomes in 
1861, but after eleven years completely abandoned such form of 
revenue until 1894, partly because of constitutional reasons, but 
mostly because other sources more than satisfied the revenue 
needs. At present, income taxes, individual and corporate, now 
constitute an important source of revenue for both the federal 
and many state governments. 

The income tax is seldom attempted by local governments, 
although a few cities, like Philadelphia, Toledo and St. Louis, have 
used it It IS very difiicult for local units to administer, chiefly 
because income is derived from such widely scattered sources that 
they are unable to reach it This same difficulty prevails to a 
considerable extent with the states, unless they secure the aid of 
the United States Government by allovnng them to check against 
the federal return. 

Like all other early attempts, the Cml War income tax law 
was a war emergency measure. It came as an alternative to higher 
excises, tariff duties, and a levy on general property The Civil 
War measure went through many changes between its enactment 
in 1861 and its repeal in 1872. The basic act allowed a personal 
exemption of $600 and had slightly progressive rate structure up 
to 5 per cent on incomes exceeding $10,000, later 10 per cent on 
incomes of $5,000 or more The measure was enforced with great 
difficulty which contributed much to its unpopularity Its total 
yield was a little in excess of $375,000,000, which was no small 
contnbution to the total expense of the war. 

In 1894 the federal government attempted to restore a tax on 
incomes. It applied to both individual and corporate incomes, and 
contained a clause m regard to gifts and inheritances. It had a 
progressive rate structure, with a $4,000 exemption for personal 
incomes. 
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The constitutionality of the Act of 1894 was speedily tested in 
Pollock V. Farmers’ Loan and Trust Company The case turned 
upon the question whether or not the taxation of incomes was 
direct, and therefore must be apportioned among the states 
according to population, or indirect, and need only be imiform. 
The Supreme Court held it to be a direct tax on the income of 
property and therefore unconstitutional unless apportioned. 

The next federal law was in 1909, when a tax was imposed on 
the income of corporations. It was called an excise tax, inasmuch 
as it was imposed on the nght to do business, but measured in 
terms of the corporate income The Supreme Court held it con- 
stitutional in the famous case of Flint v. Stone Tracy Company. 

In 1913, the Sixteenth Amendment was adopted which gave 
Congress the right to tax “incomes from whatever source derived.” 
This amendment brought to a close one of the most controversial 
questions that ever came before the public on matters of taxation. 
Immediately, in 1913, Congress enacted a tax law to apply to all 
individual incomes, which, with many subsequent amendments, 
forms the basis of the act today. 

The federal income tax law now provides for taxing the salaries 
of government officials, such as the President of the United States 
and Federal judges who took office after June 6, 1932 

The numerous difficulties and problems that entered into the 
administration of income taxes caused many states to abandon 
their use. What is income, net as well as gross‘d Does it include 
capital gains’ How is the government going to be sure that all 
the taxable income is reported? Is it a source of revenue that may 
be used by the states and local units? 

The incidence of the income tax is not always easily determined. 
In general, a tax on net income is not shifted, at least immediately 
In the long run, a tax on net income may be shifted by causing a 
transfer of capital to other less heavily burdened or exempt forms 
of investment. 

Several recent changes have been made in the federal income 
tax, chief of which is the withholding provision. This allows 
collection of income taxes in advance at the source on wages and 
salaries. Another important change is provision for income-split- 
ting between husband and wife. This amounts to a great saving in 
taxes inasmuch as the amount for taxation purposes is made to fall 
under lower surtax brackets. 
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TEXT QUESTIONS 

1. What was the significance of the British income tax laws of 1798 
and 1799? 

2. During the War of 1812 what were the principle sources of 
federal income? 

8. When was the first income tax law passed in the United States? 

4. Was it held to be constitutional Under what decision? 

5. What was the decision in the Pollock v. Farmers Loan and Trust 
Co. case‘s 

6. What is apportionment*^ Uniformity? Why is it said that a 
tax must be reasonable, not arbitrary nor capricious‘s 

7. What is an excise tax's 

8. What new taxing powers were granted by the Sixteenth Amend- 
ment's 

9. What is a ''single’^ tax? 

10. Are state income taxes legal ‘s 

11. Differentiate between double and multiple taxation's 

12. How effective were the income tax laws of the Civil War? 

13. What are 'Incidence'* and "shifting"? 

14. What proportion of the population was affected by the tax of 
1913? 

15. What is "income"? Does it include rent, wages, interest, and 
profit? 

16. What was the effect of the law of October 3, 1917? 

17. What is the ratio of income tax revenue to total revenue as of 
1949? 

18. Under the 1948 law, what types of income were exempt? 

19. Define: Short term and long term capital gain or loss. 

20. In general, what types of deductions are allowed? 

21. Explain the "withholding tax" plan 

22. Define an employee. 

23. How may family relations be legally used to reduce taxes? 

24. What major changes have been made in the income tax law 
since 1861? 
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APPLICATION PROBLEMS 

1. Can you give several reasons why the states began to tax per- 
sonal incomes before the federal government seriously resorted 
to this source? Also give several reasons why local units, such as 
cities and counties, seldom consider the taxation of personal 
incomes'^ 

2. What relation does the 5 aeld of taxes on personal income bear 
to the cyclical changes in the business cycle*? To what extent, 
if any, could the taxation of personal incomes be used with 
compensatory effect dunng cyclical changes*? 


RESEARCH TOPICS 

1. Make a study of the taxation of personal incomes in your state, 
if such levies are imposed Note the total annual income to 
your state from this source since its adoption; the exemptions 
and deductions allowed; the rate schedules; the purposes for 
which this income was spent by the state; and the division, if 
any, which the state makes among the local units of governments. 
If your state has adopted community property, note its effects 
on taxation of personal incomes. 

2. Granted that your state levies on personal incomes, compare 
the amounts which the federal government and your state re- 
ceive from this source. Presumably each intends to cover the 
same incomes; therefore, how do you explain the difference in 
amounts received by each government*? 
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CHAPTER 23 

TAXATION OF BUSINESS ENTERPRISE 

(General Principles) 

Taxes are assessed directly and indirectly on business in all its 
forms, and also on the privileges of engaging in various industrial 
activities. The term “business taxation” is therefore very broad 
and very general, and may be used to include all levies of whatever 
nature imposed on the rendering of services, and on the production, 
buying, and selling of goods and services. In many instances, 
taxes, not so designed, such as property, sales, and severance taxes, 
really fall on business. But, in most cases, these levies may be 
shifted on to the consumer by one means or another. 

For the most part, the term “business taxation” may be 
regarded as applying to those taxes that are imposed chiefly on 
the corporate entity, because this form of business organization 
employs at least 90 per cent of the capital and is responsible for 
about an equal percentage of all goods and services produced in 
the United States. About the only taxes that the business corpora- 
tion does not pay are poll and death or inheritance duties. In the 
case of unincorporated business organizations, such as partner- 
ships, joint stock associations, trusts, pools and common law 
business trusts, the taxes are assessed directly against and in the 
names of the individual owners; in the case of the corporation, 
they are levied on the income and property as belonging to and 
in the name of the corporate entity. 

The subject of business taxation divides itself rather naturally 
into two parts. The first part is concerned chiefly with the princi- 
ples of taxation of business in general, principally of industrial 
corporations. The second part deals with tax levies imposed on 
specific industrial enterprises, such as public utilities, banks, 
insurance companies, and chain stores. The first group of taxes 
applies to those businesses, chiefly corporations, which operate 
in a competitive market; the second group applies to those business 
undertakings, except the chain stores, which are affected with 
public interest and are therefore amenable to more or less strict 
government regulation. These distinctions go a long way in the 
ormulation of a theory of taxation on business enterprise. 
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This chapter is concerned with the general principles of taxa- 
tion which falls either on the privilege of doing business or on the 
presumed capacity of contnbuting to the support of government. 
The next chapter will consider business taxes which fall especially 
upon particular t3T3es and forms of business enterprises. It is not 
easy to separate and to explain the general principles of taxation 
that falls on business. It will be necessary to resort to many rather 
complicated tax details, especially in the case of the ordinary 
business corporation, to illustrate their concrete application. 

Kinds of Business Taxes. Business enterprises of all t 3 npes pay 
yearly a multitude of taxes to the federal, state, and local govern- 
ments. The most important of these are property, commodity, 
excise, service, income, excess profits, and license taxes. The 
taxes that the federal government levies on business are fairly 
direct and simple, consisting almost entirely of corporation income 
taxes, while states and local units assess an endless variety under 
many different names and with numerous variations in rates and 
economic effects Taxes on business are levied principally for 
revenue, although in many instances, as in the case of chain stores, 
the regulatory purpose is sometimes more important. 

It is impossible to estimate the total amount of taxes, both 
direct and indirect, which these various businesses pay to the 
different grades of government each year; but if the general propo- 
sition IS accepted that all public revenue to the government comes 
from income, ‘ then every tax ultimately must be paid out of the 
profits of industry, although, in many cases, taxes are imposed on 
property which does not produce any return on the investment. 
The general property tax must be paid on factories, stores, and 
other buildings, and on raw materials which are either in process 
of manufacture or in stock for sale. State and federal income taxes 
reach the income from all forms of incorporated and unincor- 
porated enterprises. Franchise taxes, excess profits taxes, and 
sales taxes — although the latter may be ultimately shifted on to 
the consumer — are all levied on business. In its broadest concept, 
business includes every form of activity that is operated for a 
profit; it is from this profit or surplus that all public revenue must 
ultimately be derived for the support of the functions of govern- 
ment. 

^Hobson, John A , Taxation in the New State (London. Methuen & Co., 
Ltd , 1919) In this book the author takes this topic as one of his theses and 
treats it fully. 
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Justification of Business Taxes. Taxes represent one of the 
costs of business operation; in some manner, sooner or later, they 
must reappear in prices or rates which the consumer ultimately 
must pay. Some taxes, such as those on net income, excess profits, 
surplus, and economic rent, may not be immediately shiftable, 
and must therefore be paid from business income or capital. How- 
ever, such businesses are sometimes able to make adjustments 
in their affairs so as to avoid part or all of these levies in the future 

If taxes are elements of cost of production, then upon what 
grounds may government assess such burdens on private industrial 
enterprises? Why should special taxes be assessed upon business 
in addition to those imposed upon the individual owners or 
managers? Several theories have been advanced to justify such 
impositions. 

The first theory is that the business unit possesses special 
ability to pay. Business is the real producer of all income. As an 
organized entity, it possesses a special power of creating wealth 
and income which the individual may not have; the business 
enterprise is something more than a mere aggregation of indi- 
viduals and machines and materials. This peculiar characteristic 
of an industrial enterprise furnishes special tax paying ability 
In the case of the corporation, the law has endowed it with an 
entity which gives it an existence separate and distinct from the 
stockholders. According to law, and by principles of accounting, 
certain real and personal property is allocated to the business 
unit by the investors in the form of fixed and working capital to 
be employed in production. This property is owned and held in 
the corporation’s own right; hence, this business unit is assessable 
and taxable in its own name. Since the business unit, whether 
incorporated or unincorporated, owns and controls property for 
its own benefit, buys and sells goods and services, and receives 
profits, it seems only reasonable that it should be taxed according 
to its special ability to pay in the same manner as a natural person 

A second reason why the business unit should be expected to 
pay its own separate taxes is because of the special benefits which 
it receives from government. The profitableness of business 
depends to a large extent upon the stability of government 
Property must be protected by police and fire departments 
Courts of justice must be available where contracts may be 
enforced and damages collected. Markets and the channels of 
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trade and commerce must be kept free and open to all competitors 
on equal terms through the enforcement of the anti-trust laws. 
Monopoly, unreasonable contracts in restraint of trade, and unfair 
methods in competition must be regulated or suppressed. The 
exercise of these functions by government entails considerable 
expense for which business should make some contribution. 

In many ways, government has become a partner with business; 
the business man has been endowed with a great public trust. 
Government provides protection, and business supplies the sources 
of revenue; the one institution could not hope to survive without 
the presence of the other. To a great extent, the value of property 
depends upon the existence of good government. It is often con- 
tended that the benefit theory of taxation is meaningless because 
it does not suggest the kind of taxes which should be levied upon 
business or offer criteria for measuring the amounts to be collected. 
But such a theory has justified itself if it does nothing more than 
establish the fact that business should contribute toward the 
expense of government. The benefits that business receives from 
government justify some sort of contribution, but the amount 
and the kinds of levies may be left to practical deteimination by 
the appropriate lawmaking bodies. In general the courts will not 
interfere with the exercise of such right when the legislative body 
is clearly within its constitutional authority. 

The presence of business within a community entails certain 
expense upon government. The businessman, perhaps more than 
anyone else, uses all the facilities that government offers The 
corporation must be chartered by some department of the state, 
its activities in the public interest must be supervised, and in the 
event it is unsuccessful, its affairs must be settled in a court of 
bankruptcy, and, perhaps, reorganized or liquidated. Business 
not only makes extensive use of many government agencies, 
but it is a source of expense to the state, and, therefore, should 
be expected to make contributions to the general tax fund. Taxes 
levied on business should at all times be reasonable and just; 
they should have a minimum of undesirable social effects, and 
should leave the fundamental conditions of competition unaltered. 
Perhaps, in the last analysis, whatever excuse may be given, 
business is taxed for practical expediency. It is much easier to 
levy on relatively few producers than on a multitude of consumers, 
and bu^ess seems to contain an almost inexhaustible reservoir 
from which funds may be taken for public purposes. 
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Business Taxes and Regulation. Taxes on business are some- 
times levied for purposes other than or in addition to revenue. 
Such taxes as sumptuary taxes are frequently imposed for the 
purpose of regulating or destroying certain practices which are 
clearly undersu’able or anti-social, although the United States 
Supreme Court has repeatedly held that a tax not levied with the 
intent of producing at least some revenue is clearly illegal. The 
excess and undistributed profits taxes were primarily designed to 
curb exorbitant accumulations of surpluses of corporations, 
especially during emergencies, and to recapture a part of monopoly 
profits, while the levies on chain stores are expected to prevent 
too rapid development of the chains in competion with the 
independent retailers. The graduated income and inheritance 
taxes, especially in the upper brackets, tend to restrict great 
wealth and profit accumulations, while certain levies on great 
industrial combinations and their syndicates are expected to 
place a limit on the intricacies of their organization. All these 
various taxes have also produced considerable revenue to the 
government 

One of the most difficult problems in taxation of business is 
that of shifting and mcidence Except for a tax on some form of 
pure surplus, all levies on business are immediately shiftable, 
either back to producers of raw materials and labor, or forward to 
the consumer. In such cases, instead of a tax falling on a business, 
it is often shifted to others who may be least able to assume it. 
Therefore, no lawmaking body can be certam of the equitableness 
of its proposed tax legislation until it knows the route and extent 
of the shifting and incidence. 

The usual method of taxing a merchant’s stock in trade is to 
take an annual inventory of his goods at their fair market value 
at a particular date. This method of levy frequently brings to 
light glaring inequalities among merchants because of variation 
in valuation and completeness of return. In the same community, 
one merchant may be assessed on the full valuation of his stock, 
while another may escape with but a fractional part of its market 
worth. Furthermore, merchants in competing territories are 
subjected to such var3dng tax rates as seriously to aflfect equality 
of competition. Under such circumstances, the recourse of the 
injured merchant may be very difficult and uncertain, whether 
in the courts or before a tax commission. 
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A distinction for purposes of taxation is sometimes drawn 
between incorporated and unincorporated business units. The 
corporate entity may have some advantages over the partnership 
or joint-stock company, both in production and capital raising, 
and, therefore, may possess some peculiar ability to pay taxes; 
but the difference is not so great as is sometimes presumed. Both 
types of business organization owe an obligation to government 
from which they derive special protection and support; each 
should contribute to the public expense according to its ability 
to pay. 

Taxation of the Franchise. Distinctions and perhaps discrimi- 
nations between incorporated and unincorporated business units 
seem to arise sometimes from a misunderstanding of the term 
“franchise.” “Franchise” may be defined as a constitutional or 
statutory right or privilege which has been conferred upon a 
corporate entity. In some cases, it has been defined as the cor- 
porate excess, which is usually taken to be the difference between 
the value of a corporation as derived from the capitalization of 
its earning power at some current rate and the total par value of 
all its outstanding stock. 

For taxation purposes, this corporate franchise is presumed 
to be a valuable intangible property right, which possesses ability 
to pay and therefore is rightfully taxable Almost all the states 
in the Union now impose franchise taxes on their corporations; 
this should be regarded more in the nature of a fee for granting 
the charter and for supervision of corporate activities than as a 
tax in the strictest sense of the term. The franchise tax is a charge 
upon a corporation for the right to act as an entity separate and 
distinct from its stockholders, to continue in business as such a 
body, to engage in certain activities which are barred to other 
tjTies of industrial enterprises, to carry on activities in a par- 
ticular way, or to receive special privileges, such as limited lia- 
bility, the right to sue or be sued, to the adoption and use of a 
seal, and the right of succession and autonomy. 

The corporate franchise is an intangible property right; never- 
theless, states tax it indirectly as such, by imposing a burden on 
physical property and on gross receipts, or on net income, some- 
times under the pretense of regulation. In so far as taxation by 
the states of corporations engaged in interstate commerce is 
concerned, the general use of the franchise tax in the future may 
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have to come to an end. The United States Supreme Court has 
spoken in no uncertain terms in regard to this matter in numerous 
cases, especially in New Jersey Bell Telephone Company v. State 
Board of Assessors of New Jersey 

In 1900, New Jersey first imposed a very moderate franchise 
tax on gross receipts. The rate was later gradually increased from 
2 per cent until it reached a maximum of 5 per cent in 1920. The 
Telephone Company contested the tax, in so far as it involved 
interstate commerce, on the ground that it was a license tax, and, 
as such, could not be imposed by the state upon receipts which had 
been derived from interstate commerce. Both the lower and state 
supreme courts of New Jersey upheld the tax, saying that it was 
“merely the measure of the value of the franchise.” The case was 
appealed to the United States Supreme Court. 

On January 6, 1930, the United States Supreme Court rendered 
its decision and repeated the often stated rule that a state cannot 
constitutionally tax gross earnings which have been derived from 
interstate commerce nor impose a license fee or other burden 
upon the privilege of engaging in trade between the states or with 
foreign countries without violating the commerce clause of the 
Constitution of the United States. The Supreme Court further 
said that it could not sustain the tax "if it was not one on property, 
but was in fact upon the gross receipts from interstate commerce 
or a license computed thereon.” The court decided that, in so far 
as gross receipts were concerned, the tax was “at least void.” 

Special Business Taxes. In one form or another, taxes were 
imposed upon business a long time before the modern corporation 
came into existence. The corporation form of business organiza- 
tion, with its problems of taxation, is comparatively new in the 
field of industrial enterprise. Until about 1850, the corporate 
entity was brought into existence in this country chiefly by special 
acts of the state legislatures, and, in a few instances, by the United 
States Government. But, in 1811, the state of New York took 
the lead by enacting a general incorporation statute which per- 
mitted the formation of certain t 5 rpes of business corporations at 
any time by groups of natural persons so long as the law was 
strictly followed. All the states of the Union have since followed 
this example with general incorporation laws. 


‘60 S Ct. Ill (1929) 
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At times the corporation has been regarded with special favor 
because of the many advantages which have been conferred upon 
it It has been granted long-term and perpetual franchises, gifts 
of land and other valuable property. It has also been a frequent 
beneficiary of protective tariffs and subsidies, and it has often 
enjoyed partial or complete exemption from taxation. Cities 
have often granted tax exemption for a period of years on property 
of new manufacturing concerns — the purpose being to lure such 
organizations from other communities. However, such motive 
is usually selfish in that by inducing corporations to move within 
its jurisdiction the municipal government creates assessable 
property against which, in the course of time, levies may be made 
as sources of income. Today half a million corporations in the 
United States pay taxes of almost every conceivable kind into the 
public treasury for the support of practically every function of 
the federal, state, and local governments. 

Concentration of Capital and Taxation. During the last few 
years, the general attitude of the public toward industrial and 
utility corporations has undergone many changes, with the result 
that they have accordingly not been granted so many favors. It 
was realized that corporations were operated primarily for profit, 
and, therefore, it would be desirable to subject them to some 
public supervision and regulation. Corporations are now generally 
regarded as able to pay, and numerous taxes are imposed upon 
them, with the state of New York probably leading in number of 
levies. 

The rapid growth of industrial combinations and big business 
also led to many changes in tax policy and administration. As 
the business corporation became interstate, local tax ofiicials 
were no longer able to assess and evaluate the properties for pur- 
poses of taxation. It therefore became necessary for the state, or 
even the co-operation of a group of states, to assume this important 
function. Local tax assessors found themselves helpless when it 
became necessary to assess and to levy upon a few miles of a 
railroad or of a gas or telephone line which might extend across a 
half dozen or more states. Banks, insurance companies, public 
utilities, as well as the giant industrial combinations, presented 
the same techmcal difiiculties of tax administration. At present, 
most states have highly organized central tax departments which 
not only supervise all assessments and levies wnthin their respec- 
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tive jurisdictions, but take full charge of valuations and tax collec- 
tions from all interstate utilities that he across their borders 
The revenue is then allocated among the cooperating state 
and finally among their local units in which the utilities operate. 

The first attempts of state and local governments to tax 
corporations within their jurisdiction included merely the real 
and personal property which belonged to these entities. Since, 
by definition, the corporation has been regarded as a separate 
legal entity, it was generally believed that it was subject to the 
same tax levies as a natural person, and, therefore, no differentia- 
tion was made in regard to levy and assessment of its taxable 
property and income. The officials of some corporations contended 
that, since their organizations were not natural persons, as defined 
by the Constitution, such entities were not subject to the same 
taxes as those levied on individuals. But the courts have dis- 
regarded this contention and held that all corporate entities, 
even though artificial in nature, were subject to the same taxes 
as natural persons upon their property and income. 

Corporations may therefore be taxed on their gross or net 
incomes The chief distinction between these two types of taxes 
is that the former allows no deductions for expenses of operating 
the business. The levy is imposed on the total or gross value of 
goods and services sold. Of the two taxes, the gross levy is the 
simpler, because the expense of operation need not be determined. 
Both gross and net income taxes are usually easily shifted in one 
way or another; hence, the burdens ultimately fall on the con- 
sumer. 

A few states, particularly in the South, impose a conglomera- 
tion of taxes on business under the general heading of occupational 
taxes These taxes aie particularly significant because of the 
unsystematic and arbitrary manner in which they are levied. 
They may be imposed on different bases for almost any purpose 
and under any form of rate schedule. Some levies include taxes 
on airplanes for hire, bankrupt sales, coffin manufacturers, adver- 
tising agencies, fees and licenses, property, sales, severances, 
personalty, motor vehicles, and a heterogeneity of taxes on all 
forms of business. Revenue is the obvious purpose of such occupa- 
tional taxes. These taxes are chosen primarily because of the ease 
of levy and collection, and because they furnish a lucrative source 
of income. Such questions as equity of the tax burden are often 
not seriously considered by the legislatures in imposing such taxes 
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Early Taxation of Corporation Income. The federal govern- 
ment first levied an Income tax in 1861 to apply only to natural 
persons. In 1894, due to a shrinkage of revenue as the result of 
panic and depression, Congress laid a tax of 2 per cent on both 
individual and business or corporate incomes. This particular 
income tax bill was passed as a rider on the Tariff Law of 1894 
The Income Tax Law of 1894 on individual income was declared 
unconstitutional; however, the Supreme Court left the way open 
for the taxation of corporation income if levied as an excise.® As 
part of the revenue act for financing the war with Spain a semi- 
income tax was imposed on corporations in 1898 by the federal 
government. This tax was upon the franchise of corporations and 
was assessed upon the gross earnings. The law was sustained by 
the United States Supreme Court as an excise measure.^ 

With the turn of the century, government expenditures began 
to mount. In 1909, to augment federal revenue, a new income 
tax law was passed, this time applicable to corporations only. 
In order to make the law constitutional. Congress enacted it as 
a special excise tax, and fixed the rate of 1 per cent on the annual 
net income in excess of $5000 of all corporations, including joint- 
stock companies, associations, and insurance companies. It was 
a tax on net income which was to be determined by subtracting 
from gross income all operating expenses, interest on debt, and 
business losses. Foreign corporations were to be taxed on all 
income received from capital invested and business transacted 
within the United States. This new corporation tax was generally 
regarded by big business as unjust and discriminatory. In 1911, 
a test case to determine its constitutionality was brought in which 
the United States Supreme Court held that the impost of 1909 
was an indirect tax and therefore valid.® This case paved the way 
for future tax legislation on corporate and other business incomes. 

The adoption of the Sixteenth Amendment in 1913 gave 
Congress the power to tax all incomes from whatever source 
derived without regat'd to apportionment. But this constitutional 
amendment was in fact not necessary in so far as the taxation of 
corporation income was concerned because the United States 
Supreme Court had already held that Congress could tax corpora- 
tion inco mes as excises. But a new era in general income taxation 

•Pollock V. Farmers’ Loan and Trust Co., 158 U. S. 601 (1896). 

‘Spreekels Sugar Refining Co. v. McClain, 192 U. S. 397 (1900) 

•Flint V. Stone Tracy Co , 220 U. S. 107 (1911) 
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was dawning, and this additional safety measure in the Constitu- 
tion was felt necessary. 

The income tax revisions of 1913 on corporations and individ- 
uals were very opportune because of World War I which was then 
just on the verge of beginning. The old rate of 1 per cent on cor- 
porate income in 1909 was continued as part of the new tax law 
in 1913. But it soon underwent a series of rapid changes and 
advancements. In 1916, the rate on net corporate income was 
fixed at 13.5 per cent. In 1918, it dropped to 12 per cent, but 
it was again increased to 13.75 per cent in 1934. In 1935, the 
traditional flat rate was abandoned in favor of progression on 
corporate income in order to increase the burden on the big cor- 
poration. In 1936, the tax rate was 8 per cent on net income over 
$2000; 11 per cent on income over $2000, and not over $15,000; 
13 per cent on income over $15,000, and not over $40,000; and 15 
per cent on any part in excess of $40,000. 

Thus, by the end of World War I, the taxation of corporations 
and other forms of business enterprise had become an integrated 
part of the tax system. Certain exemptions and deductions were 
allowed, and the rates were increased and made progressive. 

The Federal Corporation Tax Act of 1931. The Federal Cor- 
poration Income Tax Law of 1931 was very detailed and com- 
plicated; only its principal features will be considered. 

The act was unusual in that it provided for a classification of 
corporations into large and small groups by considering those 
with total receipts not in excess of $250,000 with a net income of 
not more than $25,000, and those that exceeded these respective 
amounts. On all corporations of the first group with net incomes of 
not more than $25,000, the rates were made moderately progressive, 
reaching a maximum of 16 per cent on incomes in excess of $20,000 
and not more than $25,000. 

For the so-called large corporation, having a net income of 
more than $25,000, the 1931 law provided a more progressive 
rate schedule. First, a tentative tax equal to 19 per cent of the 
adjusted net income was computed. This tentative tax was then 
reduced by the sum of (a) 16 per cent of the credit for dividends 
which had been received; and (b) 23 /^ per cent of the dividends 
paid, but not to exceed 234 per cent of the adjusted net income. 
For corporations with net incomes slightly more than $25,000, 
certain alternative tax schedules were provided. 
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The above rates for both large and small corporations were 
only moderately progressive. According to the prevailing view 
among authorities, the rate of tax on all forms of business income 
should be proportional and not levied according to some form of 
progression. Good reasons may be advanced on both sides As a 
legal entity, the corporation enjoyed special privileges under the 
law of the state. It possessed in its own right certain valuable 
property which it put to productive uses and upon which it earned 
an income. Instead of assessing a flat rate uniformly upon the net 
earnings of all corporations, whether they be large or small, it 
seemed to do a greater justice if the larger incomes, especially in 
the upper brackets, were taxed more heavily. On the other hand, 
in one way in particular, corporations can hardly be treated on 
the same basis as natural persons because each dollar earned by 
a corporation should be evaluated in terms of invested capital, 
whereas a natural person measures each successive increment of 
net wealth in terms of diminishing utility. In other words, the 
progressive tax on net incomes does not seem to have the same 
effect on corporations as it does on the individual; this is the 
gravamen of the issue in the argument, however farfetched it 
may seem to be. 

Certain classes of non-profit corporations are not taxed on 
their income. Labor, agncultural, and horticultural organizations 
are exempt. Mutual, fraternal, and civic league associations 
pay no tax if their profits are retained within the organization. 
Religious, charitable, scientific, literary, and educational institu- 
tions are exempt from all taxation if they are operated on a non- 
profit basis or do not declare dividends to private parties. 

In 1947, corporation income, including that of insurance 
companies, foreign corporations and regulated investment com- 
panies were taxed at the following rates: 


If normal-tax net income was: 
Not over $5,000 
Over $5,000 but not over 
$20,000 

Over $20,000 but not over 
$25,000 

Over $25,000 but not over 
$50,000 


The normal tax was; 

15% of the normal-tax net 
income 

$750 plus 17% of excess over 
$5,000 

$3,300 plus 19% excess over 

$20,000 

$4,250 plus 31% excess over 
$25,000 


If the normal-tax net income was more than $50,000 the normal 
tax was 24 per cent of the normal-tax net income 
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The surtax on corporations applied to net income minus 85 
per cent of amount received as dividends from domestic corpora- 
tions was as follows: 

If surtax net income was: The surtax was: 

Not over $25,000 6% of the surtax net income 

Over $25,000 but not over $1,600 plus 22% of the excess 
$50,000 over $25,000 

If the surtax net income was more than $50,000, the surtax was 
14% of the entire amount of such surtax net income. 

The Undistributed Profits Tax. A criticism that is frequently 
made against the taxation of corporation income is that it is 
discriminatory in favor of the unincorporated business organiza- 
tion. Why, it may be asked, should the corporate entity as such 
be subjected to a net income tax when the partnership and joint- 
stock company forms of business organizations are allowed to 
escape? Why is it not double taxation to subject the corporate 
entity to an income tax, and also require the stockholders to pay 
an individual income tax again when this surplus has been dis- 
tributed to them in dividends? 

At least one answer seems clear. The corporation, unlike 
partnerships and joint-stock companies because of its separate 
legal entity from the stockholders, may retain its earnings as 
surplus, thereby deferring indefinitely the assessment of a personal 
income tax, whereas all returns earned by unincorporated bodies 
must be reported annually by the individual proprietors. 

During the depression years following 1929, many corporations 
did accumulate very large surpluses which they retained in their 
surplus accounts, and to force them to put this money into circula- 
tion by declaring dividends, or otherwise, the Revenue Act of 
1936 imposed a tax on all undistributed corporate profits.® In 
1936 the surtax on undistributed profits imposed rates which 
were graduated according to the ratio of undistributed profits 
to adjusted net income. The law defined adjusted net income as 
net income minus certain items: 

(1) The normal tax on corporate net income 

(2) The credit for interest on certain obligations of the 
federal government and its instrumentalities 

(3) The credit allowed to holding company officials under 
the B anking Act of 1933 

'See Alfred G Buehler, The Undistributed Profits Tax (New York. 
McGraw-Hill Book Co , Inc., 1937). 
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(4) The credit allowed to national mortgage associations 
under the National Housing Act 

The undistributed net income was computed by subtracting 
from the adjusted net income the value of the dividends paid 
out by corporations in cash or otherwise and the credit allowed in 
these cases where contracts restricted the payment of dividends. 
After the adjusted net income and the undistributed profits had 
been determined, a surtax was imposed upon undistributed profits 
according to the following rates: 

7 per cent of the undistributed net income which was not in 
excess of 10 per cent of the adjusted net income 
12 per cent of the undistributed net income which was over 10 
per cent but not over 20 per cent of the adjusted net income 
17 per cent of the undistnbuted net income which was over 20 
per cent but not over 40 per cent of the adjusted net income 
22 per cent of the undistributed net income which was over 40 
per cent but not over 60 per cent of the adjusted net income 
27 per cent of the undistributed net income which was in excess 
of 60 per cent of the adjusted net income 

The undistributed profits tax was repealed and went out of 
effect on January 1, 1940. During the taxable year of 1939, no 
corporation actually was required to pay a tax on its undistributed 
profits; but, instead, it received a credit in the amount of 23 ^ per 
cent on dividend payments toward its income tax. During the 
operation of the tax many corporations declared heavy dividends 
to avoid its impact. It furnishes another example of the use of 
the tax power by the federal government as a means of economic 
control. 

The Capital Stock Tax. Many different kinds of taxes have 
been levied by the states on the capital stock of corporations. 
This IS an attempt to place a tax on the special proprietary 
interests or ownership of the enterprise, as distinguished from that 
of the equitable rights of creditors. The first such capital stock 
tax law seems to have been enacted by Pennsylvania in 1831. 
It was not long thereafter until most states had followed this 
example. At first, only the capital stock of domestic corporations 
was taxed, but soon the foreign corporations doing business within 
the states were also included. In order that a foreign corporation 
may have certain privileges under the laws of a state it must 
either take out a charter or receive a license to do business. It 
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is by this means that its capital stock is taxable by the state of 
its domicile, but, as a general rule, foreign corporations may be 
taxed only on their capital issues in proportion to the total amount 
of business done within the state to avoid constitutional complica- 
tions under the commerce clause of the federal Constitution. 

It is sometimes difficult to distinguish the capital stock tax 
from certain other types of levies, such as franchise taxes, especially 
when they are imposed on corporations upon the same base. 
Since the courts have held that all kinds of proprietary issues are 
personal property, in many respects the capital stock tax also 
very closely resembles the property tax, because, in reality, it 
is a levy on personalty. 

The methods of levying capital stock taxes have been very 
numerous and often capricious and arbitrary. In the case of the 
federal capital tax law, the corporation management was allowed 
to declare a value of its capital stock which might be more or 
less arbitrary. In some states, the market value of the stocks, or 
the par value of outstanding securities, might be taken as the 
base for levy of the capital stock tax. Even the number of shares, 
as might be necessary in the case of non-par stocks, might be used. 
While the tax is generally known as a capital stock tax, other 
forms of corporate securities, such as bonds, are sometimes 
included. But since the capital stock tax is essentially a levy on 
the proprietary or capital issues of a corporation, the number of 
shares of stock, or perhaps bonds, that are outstanding, or then- 
face value, offers about as good basis as any for levying this tax. 

The capital stock tax was largely used as a war or other 
emergency measure. It was used by the federal government during 
World War I, and, again, it was levied during the depression years 
just after 1929. Congress provided for a capital stock tax on 
corporations again in 1933. As a basis for taxation, the capital 
stock of the corporation must have a decided or fixed value. 
Under the Act of 1916, the valuation of the capital stock was an 
administrative problem, but under the law of 1933 the corporation 
management was required to declare the value of its own stock, 
which might be a more or less arbitrary figure. There was no 
definite set of rules in the law to govern the method for arriving 
at this declared value, except that once an estimate had been 
fixed, it remained at that figure, and was subject to change only 
as business conditions warranted in the future. The rate was |1 
for each full $1000 of declared capital stock value. 
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The Excess Profits Tax — Its Early Use. The excess profits 
tax on corporations has been used both by the states and by the 
federal government largely as a war or other emergency measure 
This type of tax was first adopted by the State of Georgia during 
the Civil War. At one time, Michigan attempted to classify rail- 
roads for taxation purposes according to net earnings per mile 
of line. In 1911 Wisconsin varied its income tax according to the re- 
lationship between incomeand assessed valueof employed property 

The fest federal act covering excess profits was passed in 1916 
as a war measure. It was an excise tax levied on the manufacture 
and sale of munitions for the purpose of recapturing part of the 
excess war profits. This excess war profits tax was based upon 
the excess of earnings which the taxpayer received over the average 
for the years of 1911, 1912 and 1913. Individuals, partnerships, 
corporations and associations were subject to the tax. The rate 
of the tax was a flat 12 per cent of net income. The net income 
was the gross income less cost of materials, running expenses, 
interest paid, taxes, loss not covered by insurance, and amortiza- 
tion of buildings and equipment. 

In 1917, two federal excess profits taxes were passed The act 
of March of that year was passed to allay the clamor of discrimina- 
tion which was claimed by the manufacturers of munitions. 
Partnerships and corporations, including incomes earned by foreign 
concerns, were subject to the tax levied on incomes over $5,000, 
plus 8 per cent of invested capital. 

The War Excess Profits Tax of October 1917 was passed to 
take the place of the preceding tax which proved unsuccessful. 
Corporations, associations, partnerships and individuals were sub- 
ject to the tax. The tax base was net income over exemption. 
Corporations were allowed $3,000 exemption, and partnerships 
and individuals, $6,000, Each had its specific exemption, plus 
the same percentage of invested capital as employed during 
the base period of 1911-1913. Invested capital was defined as the 
sum of cash or other property paid into the company; surplus 
paid in; earned surplus; and undivided profits. The tax rate was 
graduated on net income brackets as follows: 

Pee Cent op Invested Capital Tax Rate Per Cent 


Up 

to 

15 

20 

15 

to 

20 

25 

20 

to 

25 

35 

26 

to 

33 

45 

Over 

33 

60 
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If the company was not in business during the base period of 
1911-1913 the flat exemption plus 8 per cent of invested capital 
was allowed. In the case where invested capital was nominal the 
company was allowed 8 per cent over the exemption. 

In 1918 the federal government again levied an excess profits 
tax which was based on earnings in excess of a normal rate of 
8 per cent on invested capital This excess profits tax was gradu- 
ated In 1918 a rate of 30 per cent was levied on all excess profits 
that ranged between 8 and 20 per cent, and 65 per cent on any 
amount in excess of 20 per cent. Both the war profits and excess 
profits taxes were alternative, and not supplementary. The 
federal government had the right to tax either one whichever 
was the highei. In 1921, because of great administrative diflni- 
culties, the gross inequities in tax burdens, and the opposition 
of businessmen, both the war and excess profits taxes were repealed . 

This excess profits tax did not find favor among government 
officials. At least three secretaries of the Treasury, representing 
both the Republican and Democratic parties, condemned it and 
recommended that it be repealed. They complained that the 
efforts to avoid the tax encouraged overcapitalization, and that 
it penalized initiative and enterprise, was unequal and injurious 
in its burden on industry, and was impracticable of administration 
Other countries had the same experience as the United States 
Government. They found the excess profits tax useful as an 
emergency source of income during a war, but it was not a type of 
levy that any government would want to adopt permanently. 

Congress revived the excess profits tax in 1933 as a depression 
emergency measure when it passed the National Industrial 
Recovery Act. The tax rate was fixed at 5 per cent of the amount 
of the net income in excess of 123 ^ per cent of the adjusted declared 
value of the capital stock. Excess profits were to be measured on 
the basis of the adjusted declared value of the capital stock rather 
than on the value of the invested capital. The Act of 1935 in- 
creased the rates to 6 per cent of the net income in excess of 10 
per cent, but not in excess of 15 per cent, of the capital stock value, 
and 12 per cent of the amount in excess of 16 per cent of the capital 
stock value. These same rates were retained in effect in the 1938 
act The declared value of its stock was a figure set by the cor- 
poration itself and was used as a basis for the determination of 
both the excess profits and stock taxes. If the declared value was 
set very low, then a large excess profit would be shown; whereas 
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if it was very high, then a heavy capital stock tax would be levied. 
It was an attempt of the law to close escape from taxation through 
either avenue 

Excess Profits Tax — 1945. This corporation excess profits 
tax was imposed upon as much of the taxable income of the entity 
as was in excess of certain credits intended to represent either a 
reasonable return on invested capital, or on the average normal 
income of a pre-war base period, plus a specific exemption of 
$10,000 ($25,000 after July 1, 1945). On the balance of the taxable 
income not subject to the excess profits tax the normal tax and 
surtaxes were imposed. 

On taxable income subject to the excess profits tax the rate of 
tax was 95 per cent, with a post-war refund of 10 per cent of the 
tax; thus the net excess profits tax rate was 85.5 per cent. If that 
portion of the taxable income which was not subject to excess 
profits tax was $50,000 or more, the normal tax was 24 per cent, 
and the surtax was 16 per cent, a total of 40 per cent. If the 
amount not subject to the excess profits tax was less than $50,000, 
the normal tax and surtax rates were as shown in the following 
table: 


NORMAL TAX AND SURTAX RATES* 


Normal Tax 
Net Income 

Bracket 

Rate 

(Per Cent) 

Surtax 

Net Income 

Bracket 

Rate 

(Per Cent) 

$0 to $ 5,000 

15 



$5,000 to $20,000 

17 

$0 to $25,000 

10 

$20,000 to $25,000 

19 

$25,000 to $50,000 

22 

$25,000 to $50,000 

31 




^Source Excess Profits Tax Regulations 112^1] S Treasury Department, 
IGovernment Printing Office, Washington, D C , 1944, p, 65 


The excess profits tax was levied on “adjusted excess profits net 
income,” which was excess profits net income less specific exemp- 
tions of $10,000 ($25,000 after July 1, 1945) and the excess profits 
credit. This excess profits credit was the larger amount computed 
under two methods: (1) on the basis of average annual income of 
the base period of 1936 to 1939, with certain exceptions and 
adjustments; and (2) on the basis of invested capital. 
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Under the invested capital method, the excess profits credit 
was computed as a percentage of the amount of the invited 
capital for the taxable year. The percentages which applied are 
shown in the following table: 


EXCESS PROFITS CREDIT PERCENTAGES* 


Invested Capital 

Per Cent Credit 
IN Bracket 

$0 to $ 5,000,000 
$6,000,000 to $10,000,000 
Over $10,000,000 

*Source. Excess Profits Tax . 
Treasury Department, Government ' 
ton, D C., 1944, p. 65 

8 

6 

5 

Regulations 112, U S 
Pnnting Office, Washing- 


Several types of corporations, chiefly those operated for public 
or mutual benefit and not for profit, were exempt from income, 
excess profits, and capital stock taxes. Also exempt from excess 
profits taxes were personal holding companies, regulated invest- 
ment companies, foreign corporations not engaged in business in 
the United States, domestic corporations which derived the major 
part of their income from sources outside the United States, and 
corporations subject to the Civil Aeronautics Act of 1938. 

Use and Abuse. The excess profits tax possessed some very 
distinct advantages and disadvantages. It was advocated by 
some economists as a means of reaching the high return which 
was enjoyed by monopolists and by corporations having a par- 
ticularly low cost of operation. It was contended that, to a very 
large extent, society as a whole was responsible for high profits, 
and, as a partner in all forms of business, the community should 
participate in these exorbitant returns by taxing this excess. 

In the actual administrative operation of the excess profits tax, 
two very difiicult problems arise. First, what are excess profits? 
Second, how may the value of corporation investments he deter- 
mined as a basis for ascertaining these excess profits? In the com- 
putation of excess profits, normal profits must first be determined. 
But it has been found that what is a reasonable or normal rate 
of profit in one industry may be subnormal or abnormal in another. 
This condition also vanes from time to time in the same industry 
or business enterprise. Even if an arbitrary normal rate of return 
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on a corporate investment is fixed, it must be recognized that it 
can only be a hypothetical figure. Some industries make a high 
rate of return one year and little or nothing the next year, because 
of conditions in the market. An excess profits tax on such a cor- 
poration would be particularly onerous. It has been shown that 
the profits of small corporations vary more than the large ones. 
If this is true, then the excess profits tax will rest especially 
heavily on the small corporation. It is, therefore, very difficult 
to set what may be regarded as a normal rate of return. 

The second weakness of the excess profits tax is the inability 
to determine with a fair degree of accuracy the value of corporate 
stocks so that the rate of return on the investment may be com- 
puted. The federal tax department of the United States Treasury 
is not prepared to make such evaluation, with the result that the 
corporation is permitted to declare the value of its stock without 
being subjected to an audit. Public officials have stated on several 
occas’ons that the chief administrative problem of the excess 
profits tax was the inability to secure an honest valuation of 
corporation investment as a basis upon which such levy could 
be made. 

Because of these very great difficulties, it may be wise to 
abandon entirely the use of both the capital stock and excess 
profits taxes, at least until administrative machinery has been 
devised for meeting such problems. There may be good reasons 
for imposing excess profits taxes during a boom in order that it 
may serve as a check on inflation As a revenue producer, the 
excess profits tax rates rather low. At no time has it produced 
more than about $25,000,000 of federal revenue. 

In passing, it may be stated that the corporation excess profits 
taxes seem to conform to ability to pay better than any other 
kind of levy on business. It is not imposed until after all expenses 
have been deducted, and after a reasonable rate of return has been 
allowed on the mvestment. It is obviously an attempt to recapture 
a part of pure monopoly profit. The excess profits tax should be 
classed as a “painless” tax because it cannot be shifted, at least 
immediately, and it does not interfere with replacement and 
increase of capital. It may, like the undistributed profits taxes, 
tend to drive large corporate reserves into the hands of the in- 
vestors instead of allowing them to accumulate in the tills of the 
corporation. 
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Under the provisions of the Internal Revenue Code, effective 
January 1, 1945, the capital stock tax and the related declared 
value excess profits tax had the effect of a variable additional 
tax on income. The capital stock tax was at the rate of $1 25 per 
thousand on the amount declared by the corporation as the value 
of the corporation’s capital stock. 

The surtax on accumulation of surplus was a penalty tax 
imposed on corporations that retained earnings and profits in 
excess of the reasonable needs of the business, thus permitting 
their stockholders to avoid the individual income taxes which 
would be payable if dividends were declared. On not more than 
$100,000 of excess undistributed income the rate was 27H per 
cent, and on undistributed amounts in excess of $100,000 the rate 
is 3834 per cent 

While the excess profits tax is not presently part of the federal 
category of taxes its re-enactment is widely discussed. A new 
excess profits measure would undoubtedly be passed if the country 
were to plunge into a war or other emergency. 

Summary. The taxation of business is being used extensively 
by the federal, state, and local governments, not only as a source 
of revenue, but also for regulatory purposes Since the corpora- 
tion employs about 90 per cent of the capital, and is responsible 
for the production of an equal proportion of goods and services, 
the levy upon this form of business organization becomes most 
important. 

Many deny that business in general, and corporations in par- 
ticular, should be taxed. But business organizations especially 
when endowed with an entity of existence separate and distinct 
from the stockholders, possess special ability to pay which may 
not be enjoyed to the same extent by natural persons. 

Business is any activity which is done with the intention of 
making a profit. It is out of this profit that the functions of govern- 
mant are financed. Since business possesses this special ability 
to pay, and also enjoys many advantages from government, it 
becomes easy to justify tax levies upon commercial activities and 
organizations. 

Many associations, such as eleemosynary, educational, and 
other non-profit oiganizations, should be tax exempt, both as to 
their capital investment and earnings. To tax them would seri- 
ously handicap their activities; they do not create a surplus out 
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of which they could contribute. This same rule holds true for 
property used by the state for governmental purposes. 

The property and income of the single entrepreneur and the 
partnership are taxed under the name of the individual owner or 
owners. In a few states, like New York, property and income of 
such stock issuing associations as the common law business trust 
and joint-stock company are assessed under the name of the com- 
pany. Property and income of corporations and combinations of 
corporations are assessed under the name of the entity to which 
they belong. 

The corporate entity, unless exempt by law, may be taxed on 
its realty, personalty, franchise, gross and net income and capital 
stock, and excess or undistributed profits. In 1936, the federal 
government levied a tax upon undistributed profits for the purpose 
of inducing corporations to pay out their surpluses as dividends 
instead of hoarding them. It was felt that the country needed the 
purchasing power during the depression to stimulate economic 
activity. That tax was repealed in 1940. 

The question of interstate commerce affects the power of the 
states to tax certain aspects of the corporation. The United States 
Supreme Court has held that a state cannot levy upon a corpora- 
tion in such manner as to interfere with commerce among the 
states and with foreign nations; to do so would be to trespass upon 
the power reserved to Congress by the Constitution of the United 
States. In general, a state or its subordinate political division 
cannot levy upon gross income derived in interstate commerce. 

TEXT QUESTIONS 

1. What are the two parts of the subject of business taxation? 

2. Why should a business unit be expected to pay its own separate 
taxes? 

3. Explain the statement, “In many ways government has become 
a partner with business.” 

4. For what purposes may taxes be levied? 

5. What IS a franchise'' A franchise tax’ 

6. What effect did the New Jersey Bell Telephone Company Case 
have on state taxation’ 

7. How do you distinguish between a tax on gross income and one 
on net income? 

8. Discuss fully the early income taxes of the federal government. 

9. How did Pollack v. Farmers’ Loan and Trust Company affect 
federal income taxes? 

10. Why was the income tax of 1909 enacted as an excise tax? 
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11. What power did the 16th Amendment give to Congress? 

12. In what way was the Federal Corporation Act of 1981 unusuaP 

13. What types of organizations are not taxed on their income? 

14. If the normal-tax net income of a company was $22,250 in 1947, 
what was its normal tax*^ 

15. Why should the corporate entity as such be subjected to a net 
income tax when the partnerships and joint stock companies 
are allowed to escape? 

16. What was the purpose behind the Revenue Act of 1936*^ 

17. What is a capital stock tax*^ In what wmy is it said to be ar- 
bitrary? 

18. Discuss fully the early uses of the excess profits tax. 

19. What types of business organization were subj’ect to the War 
Excess Profits Tax of October 1917? 

20. How was excess income figured for the 1945 excess profits tax? 

21. What are the advantages of an excess profits tax? 

22. Discuss the two problems involved with the administrative 
operations of the excess profits tax. 

23. Why is it said that the excess profits tax seems to conform to 
ability to pay better than any other kind of levy on business‘s 

24 How does interstate commerce affect the power of the state to 
tax certain aspects of the corporation's 

APPLICATION PROBLEMS 

1 Corporate profits are taxed by the federal government both 
against the entity of the corporation and also against the in- 
dividual on his personal income tax when he receives them as 
dividends. Can you make out a case that such levy is not double 
taxation? Perhaps such tax is not what at first thought it seems 
to be. 

2. The American Municipal Association has this to say about State- 
Local Fiscal Relations: “Some taxes which municipalities can 
appropriately use are best collected by the state. In such cases 
consideration should be given to state collection and local sharing 
of the tax. State aid should have a three-fold objective; to 
stabilize local revenues, to provide a return to municipalities 
of money which the state can collect more advantageously than 
the cities, and to maintain reasonable minimum standards of 
service for local activities in which the state has appropriate 
interest but which cannot be financed from local funds. State 
fiscal aid, however, should avoid distortion of local services, 
should encourage local initiative and permit expenditures above 
the minimum, should not be used to perpetuate uneconomic 
local practices, and should not impoverish some areas at the 
expense of others. Federal and state taxation must not become 
so burdensome that local governments do not have enough 
resources to perform local functions.” Comment on the fiscal 
soundness of this statement. 
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RESEARCH TOPICS 

1. Select a large business in your immediate community, preferably 
a large manufacturing concern, and make a study of each and 
every type of tax levy to which it is subjected by the federal, 
state and local governments. In your study, note especially the 
per cent of tax paid to gross and net income of the business, the 
degree to which the business is probably able to shift the burden 
on to its customers, and any evidence of double taxation. 

2. Consult your local chamber of commerce, other businessmen’s 
associations, and the real estate exchange, and inquire into 
capital migration out of your ommunity or state because of the 
tax levy policy. To what extent have business concerns moved 
into your community because of preferential or favorable tax 
levies, such as partial or total exemption from taxation? Can 
you justify such fiscal policy, even taking it on a long-run basis? 
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CHAPTER 24 

TAXATION OF BUSINESS ENTERPRISE 

(Particular Cases) 

The taxation by the federal, state, and local governments of 
those business enterprises, such as public utilities, banks and insur- 
ance companies, which are affected with public interest, presents 
such peculiar and special problems as to require their separate 
consideration. The taxation of chain stores is also considered 
with this group because these nation-wide organizations have 
been subjected to such a great amount of public regulation, both 
by the federal and state government, largely through the power 
to tax, as to justify their separate consideration, even though 
they are purely private corporations. 

Such business associations as public utilities, banks, and insur- 
ance companies have been called quasi-public corporations because 
they render service to the public which otherwise might have to 
be undertaken in some form by the state. Banks and insurance 
companies are regulated to some extent, and public utilities are 
regulated by government as to investments, expenditures, rates, 
and volume of earnings. It is for these reasons a moot question 
whether or not the government should take money from these 
service corporations by taxation or otherwise and then allow 
them to recover these expenses by charging higher prices and 
rates to the public consumer. The railroads, for example, pay 
high taxes which are treated by the Interstate Commerce Com- 
mission as costs of operation and may be taken into consideration 
in the fixation of rates.^ 

In this chapter, the general principles of the taxation of these 
service corporations affected with public interest will be discussed, 
followed by a consideration of the regulatory measures that have 
been imposed on chain stores under the general powers to tax. 
In the taxation of this special group of business enterprise the 
legal and constitutional questions are particularly important; 

^Galveston Electric Co. v. City of Galveston, 258 U. S. 388 (1922), 
Georgia Railway and Power Co v. Railroad Commission of Georgia, 262 U. S 
625 (1923). In these cases, the United States Supreme Court held that taxes 
may be regarded as costs of operation which may be taken in consideration in 
the determination of a reasonable return upon capital invested. 

625 
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hence, many of the great court decisions bearing on these issues 
will be presented even at the expense of emphasis on this phase of 
the subject 

Taxation of Banks. The taxation of banks presents some very 
complicated problems because of the nature of their business, 
and because they are affected with public interest Banks deal 
primarily in intangible instruments of debts, such as paper 
currency, stocks and bonds, deposits, promissory notes, drafts, 
bills of exchange and negotiable documents of title. They also 
possess the ability to create purchasing power through the credit 
that they lend at interest to business enterprise for production 
purposes. The taxation of such intangibles always presents a 
problem to all grades of government. 

The taxation of banks is further complicated by the fact that 
both the federal and state governments have concurrent power to 
create banking and other financial institutions The national 
banks are chartered by the federal government, and have been 
held by the courts to be instrumentalities of government They 
therefore cannot be taxed or otherwise controlled by the states 
or local governments without the express permission of Congress.^ 

At the time the First United States Bank was organized in 
1791, the principal taxation of such institutions was on their 
general property It was not until around the turn of the nine- 
teenth century that levies were imposed, on intangibles such as 
capital stock and on their dividends, either by special statutory 
provisions or at the regular general property rate In 1812, the 
federal government imposed an excise tax in the fcrm of stamp 
duties on all promissory notes issued or discounted by banks. 
The variety of tax levies increased until today banks may be taxed 
on their franchise, real and personal property, bank notes, com- 
mercial paper issues, dividends, deposits, capital stock, and incoine. 

The question of the constitutionality of the First United 
States Bank was raised at once. Hamilton insisted that the 
federal government had the right to organize such financial 
institutions to do a general banking business under the implied 
powers of the United States Constitution, whereas Jefferson on 
the othe r hand contended that it was an exercise of power by 

^See Farmers’ and Mechanics’ Bank v. Bearing, 91 U. S. 29 (1875), 
Owensboro Nat Bank v Owensboro, 173 U. S. 664 (1899); First Nat. Bank 
of Albuquerque v. Albright, 208 U S. 548 (1907), Van Allen v Assessors, 
8 Wall. 573 (1866), Bradley v Illinois, 4 Wall 459 (1866). 
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Congress which was clearly unconstitutional. Actually, nothing 
was done about this constitutional question until in 1819, when 
the great case of McCulloch v. Maryland was decided by the 
United States Supreme Court.* 

The Second United States Bank was organized in 1816, and 
immediately the question of constitutionality arose again. The 
Banking Act of 1816 provided for a central bank at Philadelphia 
with branches located at various strategic points throughout the 
United States. The purpose of this central federal system was, 
in part, to act as a check upon the wild-cat speculation of state 
banks, to which indirect regulation they objected most strenously. 

This Second United States Bank had established, among other 
branches, a bank at Baltimore, Maryland. The State of Maryland 
had placed a special tax upon issues of currency by all banks not 
chartered by the State but doing business within its territorial 
limits. When McCulloch, the local manager of the federal branch 
m Baltimore of the Second United States Bank, refused to pay 
the assessment, suit was brought to collect it. The opinion written 
by Chief Justice Marshall decided two major questions: first, 
that the United States Government possessed the implied constitu- 
tional power to establish a bank, and, second, that such financial 
institution as the Second Umted States Bank was an instrumen- 
tality of the federal government, and therefore, it was not subject 
to taxation by the states, unless Congress should so provide, 
which it did very liberally at a later date. While the McCulloch 
case basically involved the constitutional authority of the federal 
government to establish a bank, like many other great cases, it 
grew out of the tax power of the states to tax instrumentalities 
of the United States Government. 

After unanimously declaring that the law passed by the legis- 
lature of Maryland, imposing a tax on the Bank of the United 
States, was unconstitutional and void, the Chief Justice further 
said: 

This opinion does not depnve the states of any resources 
which they originally possessed. It does not extend to a tax 
paid by the real property of the bank, in common with other 
real property within the state, nor to a tax imposed on the 
interest which the citizens of Maryland may hold in this 
institution, in common with other property of the same de- 
scription throughout the State. But this is a tax on the opera- 


34 Wheat 316 (1819) 
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tions of the bank, and is, consequently, a tax on the operation 
of an instrument employed by the government of the Union 
to carry its powers into execution. Such a tax must be un- 
constitutional.^ 

In this famous case, the United States Supreme Court drew the 
distinction between an excise tax on the operations of a bank and 
on its physical assets or personal and real property used in its 
operation. This case settled certain fundamental constitutional 
questions in regard to taxation of banks which have never been 
raised smce that time. 

It was about this time that the states began taxing the intangi- 
ble property of their own banks In 1791, the legislature of Rhode 
Island granted a special charter of incorporation to certain 
individuals to do a banking business. In 1822, a special tax of 
fifty cents was imposed on every thousand dollars of its capital 
stock by the State of Rhode Island. The bank resisted payment 
of the tax on the ground that its imposition was an impairment of 
its grant of authority to do business But the United States 
Supreme Court, Chief Justice Marshall speaking, in the famous 
case of Providence Bank v. Billings,^ held that, unless exempt by 
law or by charter provision, the bank was liable on a tax levy 
the same as any other kind of organization carrying on the same 
business. A tax imposed subsequently on its business franchise 
or property was held not to be an impairment of its grant of 
authority by the state of its creation 

The ongin of the present system of taxing of banks and other 
financial institutions probably lies in the Act of Congress of June 
3, 1864. This Act required all national banks to pay to the Treas- 
urer of the United States, in lieu of all existing taxes, a duty of 
certain percentage upon the average amounts of their notes m 
circulation, their deposits, and their capital stock.® Another 
section of this Act provided that “nothing herein shall prevent 
all the shares in any association from being included in the valua- 
tion of the personal property of the holder ... in assessing taxes 
imposed by authority of the state in which the association is 
located.” 

The Act of Congress m 1866 raised another constitutional 
question in regard to taxation of banks, which, however, was 

^Also see Panhandle Oil Co. v State of Mississippi, 277 U. S. 218, 48 S. 
Ct 451 (1928), and Groves v. Texas, 298 U. S. 393, 56 S Ct. 818 (1936) 
^ Pet. (29 U S.) 514 (1830). 

«Rev. St. U. S., par 5214 (IT. S Conap St. 1901, p 3500). 
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almost entirely one of regulation. Until that time, it was the 
practice of state banks to issue their own paper currency, much 
of which was of doubtful value With the obvious intention of 
making such issues unprofitable. Congress in the Act of 1866, 
imposed a 10 per cent tax upon the circulation of notes by all 
state banks. In Veazie Bank v. Fenno,^ the court was asked to 
decide whether Congress could thus interfere with the privilege 
granted by the states by taxing their banks. The United States 
Supreme Court held that the tax was constitutional as a means 
of regulating the value of the national currency. The court said 
“the judiciary cannot prescribe to the legislative department of 
the government limitations upon the exercise of its acknowledged 
powers. The power to tax may be exercised oppressively upon 
persons, but the responsibility of the legislature is not to the 
courts, but to the people by whom its members are elected. So 
if a particular tax bears heavily upon a corporation, or a class of 
corporations, it cannot for that reason only, be pronounced 
contrary to the Constitution.” Congress, having established a 
national currency, had the powers to protect its value by removing 
bank notes of inferior value. If it chose to accomplish this purpose 
by imposing a prohibitive tax it could do so constitutionally. 

In 1868 Congress provided unequivocally that the “place 
where the bank is located, and not elsewhere,” is its taxable situs, 
and the state must not discriminate in any manner or by any 
means against a federal bank in favor of its own or other financial 
institutions. This Act remained substantially unchanged imtil 
1923, when authority was extended to the states either to tax the 
shares or the dividends of all national banks. In 1926, in order to 
bring these taxes more in line with the taxing systems of the 
various states, and particularly to permit them to reach interest 
on tax-exempt securities, the act was extended to include net 
income of the banks. 

The next important federal legislation in regard to taxation of 
national banks was passed the latter part of 1926. It is known as 
Section 5219 and reads as follows: 

The Legislature of each state may determine and direct, 
subject to the provisions of this section, the manner and place 
of taxing all the shares of national banking associations 
located within its limits. The several states may (1) tax 
said shares, or (2) include dividends derived therefrom in the 
taxable income of an owner or holder thereof, or (3) tax such 

ismil. 533 (1869). 
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associations on their net income, or (4) according to or measured 

by their net income, provided the following conditions are 

complied with: 

1. (a) The imposition by any state of any one of the above 
four forms of taxation shall be in lieu of the others, ex- 
cept as hereinafter provided m subdivision (c) of this 
clause. 

(b) In the case of a tax on said shares the tax imposed 
shall not be at a greater rate than is assessed upon other 
moneyed capital in the hands of individual citizens of such 
state coming into competition with the business of national 
banks : 

Provided, that bonds, notes, or other evidence of in- 
debtedness in the hands of individual citizens not em- 
ployed or engaged in the banking or investments not made 
in competition with such business, shall not be deemed 
moneyed capital within the meaning of this section. 

(c) In case of a tax on or according to or measured by 
the net income of an association, the taxing state may, 
except in case of a tax on net income, include the entire 
net income received, from all sources, but the rate shall 
not be higher than the rate assessed upon other financial 
corporations nor higher than the highest of the rates 
assessed by the taxing state upon mercantile, manufactur- 
ing, and business corporations doing business within its 
limits- Provided, however, that a state which imposes a tax 
on or according to or measured by the net income of, or a 
franchise or excise tax on, financial, mercantile, manu- 
facturing, and business corporations organized under its 
own laws or laws of other states and also imposes a tax 
upon the income of individuals, may include in such in- 
dividual income dividends from national banking associ- 
ations located within the state on condition that it also 
includes dividends from domestic corporations and may 
likewise include dividends from national banking as- 
sociations located without the state on condition that it also 
includes dividends from foreign corporations, but at no 
higher rate than is imposed on dividends from such other 
corporations. 

(d) In case the dividends derived from said shares are taxed, 
the tax shall not be at a greater rate than is assessed upon 
the net income from other moneyed capital. 

2. The shares of any national banking association owned by 
non-residents of any state, shall be taxed by the taxing 
district or by the state where the association is located and 
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not elsewhere; and such association shall make return of 
such shares and pay the tax thereon as agent of such non- 
resident shareholders. 

3. Nothing herein shall be construed to exempt the real 
property of associations from taxation in any state or 
in any subdivision thereof, to the same extent, according 
to its value, as other real property is taxes. 

4. The provisions of section 5219 of the Revised Statutes of the 
United States as in force prior to March 25, 1926, shall 
not prevent the legalizing, ratifying, or confirming by 
the states of any tax heretofore paid, levied, or assessed 
upon the shares of national banks, or the collecting there- 
of, to the extent that such tax would be valid under said 
section. 

It therefore follows from Section 5219 of the federal law that 
the shares of stock in a national bank are subject to taxation by 
the state in which the bank is located, and the legislature may 
direct and determine the manner and place of taxing the shares, 
subject to the restrictions: (1) That the taxation shall not be at a 
greater rate than is assessed upon other moneyed capital in the 
hands of individual citizens of the states; and (2) that the shares 
owned by nonresidents shall be taxed in the city or town where 
the bank is located. The real and personal property of the bank 
is subject to state, county, and municipal taxes, to the same 
extent, according to its value, as other real property. 

The provision in the law that holds that national banks cannot 
be taxed at a higher rate than other competing institutions has 
caused a great degree of uniformity of bank taxation among all 
the states in the Union. In 1921, the United States Supreme Court, 
m the case of Merchants' National Bank v. City of Richmond,^ 
interpreted the phrase — ''other moneyed capital" — to include 
"not only money invested in private banking . but investments 
of individuals in securities that represent money at interest and 
other evidences of indebtedness such as normally enter into the 
business of banking " This decision will probably destroy all 
special classification of bank shares 

It is quite generally held by the courts that no state can tax 
the instrumentalities of the federal government, and for that 
reason Congress usually makes special provisions by which its 

8256 U. S. 635 (1921). For a slightly different and somewhat confused 
holding see First National Bank of Hartford v. Hartford, 273 U. S. 548 (1927), 
and also Minnesota v First National Bank of St Paul 273, U S 561 (1927). 
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agencies may be taxed by the states and local units. This problem 
is frequently avoided by the nature of the particular agencies, 
which may have no private shareholders or net income, or, as in 
the case of the Federal Reserve Banks, the shares of which may 
be included in the taxable assets of the stockholding banks. 

As a general rule, the acts of Congress which created the special 
New Deal agencies provided that their real estate should be taxed 
by the state as other property of similar kind and character. It 
is almost a uniform rule that all bonds and other obligations 
issued by these government agencies shall be exempt from state 
taxation; however, Congress provided that the debentures and 
other instruments of indebtedness of the National Agricultural 
Credit Corporations should not be taxed at a higher rate than 
other moneyed capital in the hands of individuals. 

It was provided that many government agencies, such as the 
Federal Home Loan Banks, should be exempt from all state and 
local taxation on their franchises, capital, reserves, surplus, 
advances and income. Other institutions under the Farm Credit 
Act of 1933, including the Central Bank for Cooperatives, Pro- 
duction Credit Corporations, Production Credit Associations, and 
Banks for Cooperatives were taxable on their real and tangible 
personal assets. In a few cases, as with the Federal Land Banks, 
the National Farm Loan Associations, the National Agricultural 
Corporations, and the Federal Credit Unions, their capital, surplus, 
reserves and income were exempt from state and local taxation, 
except those shares in the hands of individuals, which could be 
taxed in the same manner as National Bank shares under Section 
5219, together with their real estate. 

With few exceptions, the states tax bank shares as any other 
personal property, and this rule extends to all competing financial 
institutions alike, whether they are organized by the federal 
government or by the state. A few states, like Mississippi and 
Ohio, extend the tax to unincorporated banks. 

As was previously explained. National Bank shares owned by 
nonresidents of any state shall be taxed by the taxing district, 
or by the state where the bank is located and not elsewhere. In 
case a bank has branches, taxation is usually imposed on its shares 
in the various districts in which the branches are located, in 
proportion to each branch’s deposits. Nevada provides, in the 
case of banks having branches, for the taxation of their shares 
in the various districts in which the branches are located, in 
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proportion to the deposits in the various branches. It has been 
held, however, that state bank shares may be taxed to nonresidents 
in another state, even though they are subject to taxation by the 
state in which the bank is located. Stock shares are taxed upon 
an ad valorem basis, and the actual value, fair market value, or 
true value may be taken. 

Nearly every state allows certain deductions when stock shares 
are taxed. Most states allow the exclusion or deduction of the 
assessed or book value of bank real estate and sometimes the 
equity of the bank in a subsidiary building corporation. Michigan 
allows the value of exempt securities which represent investment 
of capital, surplus, or undivided profits, to be deducted. Nevada 
allows deduction of mortgages or deeds of trust upon which taxes 
have been paid. North Carolina permits exemption to the amount 
of all bad debts and investments in state, federal and land bank 
bonds which are held for a prescribed period. 

The right of a state to impose a tax on bank dividends has 
seldom been exercised, because one of the other three methods 
which the Act of 1923 allows is more productive of revenue and 
is more accessible Imposition on net income has been used at one 
time or another by about all the states, of which Wisconsin is an 
example. The excise tax by which national banks are taxed 
“according to or measured by their net income” is also used by 
many states. Such tax is very similar to excise taxes imposed upon 
the income of other corporations. 

Taxation of Insurance Companies. Among the first corpora- 
tions to be created in this country were insurance companies; 
hence, it is not surprising that they were taxed at a very early 
period. In 1824, New York levied a 10 per cent tax on all premiums 
of fire insurance companies collected within the state. Vermont 
imposed a similar tax the following year. Other types of insurance 
have been included until today the taxation of this business has 
become universal among the states. The federal government 
taxes insurance companies on their net incomes, as it does banks. 

Insurance is a business which is entirely created and regulated 
by the states. Many years ago the United States Supreme Court 
held that the insurance business was not interstate, and, there- 
fore, was not subject to regulation by the federal government.® 

“Paul V. Virginia, 8 Wall. 168 (1869), Hooper v. California, 16 S. Ct. 207 
(18951: New York Life Ins Co v. Deer Lodge County, 231 TJ S 608 (1913) 
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In a recent case, however, the court has apparently reversed this 
long-standing ruling and has held that, for certain purposes, 
insurance may be interstate business and therefore subject to the 
federal laws. How far the federal government may extend this 
right of control remains to be seen. Control may not extend 
further than the application of the anti-trust laws.'“ 

Insurance companies may be subjected to many different 
forms of taxation among which are: (1) ad valorem taxes on real 
and personal property, (2) franchise taxes, (3) income taxes, (4) 
taxes on capital and stock, (5) taxes on credits and securities, 
(6) taxes on surplus and reserve funds, (7) taxes on premiums and 
other receipts, and (8) business license taxes. A few states tax 
their own insurance companies only on their general property, 
while foreign insurance corporations are subjected to additional 
special levies, although, as a general rule, both domestic and 
foreign companies are subject to special as well as to ad valorem 
duties. 

The most common form of taxation on insurance companies is 
the so-called “gross premium tax.” In one form or another, such 
a tax has been imposed by almost every state in the Union upon 
domestic and foreign insurance companies. It alone accounts each 
year for about 75 per cent of the total taxes paid by insurance 
companies. 

In general, taxes on gross premiums are m the nature of excise 
or privilege taxes, and they are levied for the privilege of doing 
business in the state. The chief reasons the gross premium tax on 
insurance companies is so generally used are that it is very pro- 
ductive of revenue, is easily collected, is fairly easily administered, 
and the corporations generally accept it without complaint. 

In many states, gross premium taxes are “in lieu of” other 
taxes, although this provision does not apply to taxes which are 
imposed on real property. The law of Minnesota, for example, 
provides that all domestic insurance companies, in lieu of all 
other taxes except those on real property that is owned within 
the state, and all foreign companies, in lieu of all taxes except 
those on real and personal property, shall pay a gross premium tax. 

Missouri provides that all foreign insurance companies shall 
pay a premium tax in lieu of all other taxes. This gross premium 

’“United States v. Underwriters Assoc , 322 U S 533 (1944) See also 
United States v. South-Eastern Underwriters Assoc , 64 S Ct. 1162 (1944), 
Robertson v. California, 66 S Ct. 1160 (1946); and Prudential Ins Co. v. 
Benjamin, 66 S. Ct. 1142 (1946). 
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tax is usually based only on the premiums that are collected within 
the state, although, in some states, the term is made so broad as 
to include any premiums from whatever source derived. 

As a general rule, the tax is computed on the total gross pre- 
miums which the insurance company receives, although many 
states now allow such deductions as: amounts paid as return 
premiums within the taxing state, ad valorem taxes, dividends 
which have been paid to policy holders, local fire department 
taxes, losses which have been paid within the taxing state, matured 
endowments and increases in reserves. 

The rate of the tax is usually a fixed percentage of the taxable 
gross premiums, and, in some states, it is higher for foreign com- 
panies than for domestic. Many states have retaliatory clauses 
in their statutes in order to subject foreign corporations to the 
same rates that the home states of such corporations impose on 
corporations of the taxing state. The tax rates on insurance 
companies vary considerably among the various states. On life 
insurance companies, they range from 1 to 2 per cent on domestic 
corporations, and on foreign companies from 2 to 3 per cent. 
The average rate for fire insurance companies, both domestic and 
foreign, is about 2 per cent. 

Taxation of Public Utilities. First, it should be clearly imder- 
stood just what is meant by and included under the general term 
“public utility.” A public utility may be defined as any private 
business which so vitally affects the general public interest that 
the state finds itself compelled to grant it a special and exclusive 
franchise of operation and more or less to regulate all its activities. 
Under this classification fall such businesses as the railroads, 
telephone and telegraph lines, water, gas and electric, and power 
companies. All public utilities are affected with public interest, 
and are therefore specially enfranchised by the government. 

The first question that may be raised is: Should public utilities 
be taxed at all, and, if so, should they be taxed on the same basis 
as other forms of business? Some public officials and economists 
contend that they should not be taxed because, since their rates 
are fixed and their activities are regulated by the government, 
public utilities are in effect but arms of the state, and to tax them 
would be but giving money to the people by one means and at the 
same time asking them to return it by another channel through 
higher charges for services. 
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Some economists attempt to justify taxation of public utilities 
on the ground that they are legal monopolies, and that the tax 
could be used as a means of recapturing for public use some of the 
monopoly profit. But these persons seem to have forgotten that, 
while public utilities are monopolies, their opportunities of obtain- 
ing monopoly profit are eliminated through strict government 
regulation. In general, it may be said that a tax upon public 
utilities is, like that placed on other forms of private business, 
shifted to the consumer because it is nearly always regarded as a 
factor in the cost of production, and therefore it reappears in the 
price charged consumers of goods or services. The United States 
Supreme Court, in the Galveston Electric Company v. City of 
Galveston case, supra, held that all taxes may be counted as part 
of the operating costs in determining a fair rate of return on in- 
vestment. In the last analysis, perhaps the real reason and justifi- 
cation of taxation on public utilities is the fact that they furnish 
a good source for large amounts of revenue; the problem of getting 
it from them is not particularly difficult 

Public utility companies may be subjected to almost every 
t3rpe of tax that may be imposed against any private business or 
corporation, such as income tax, franchise tax, and general prop- 
erty tax. Most taxes on public utilities are imposed by state and 
local governments; the variety is almost as great as the number of 
taxing units. The most commonly assessed taxes against public 
utilities are the ad valorem tax on the value of the property of 
the corporation, and the tax on earnings. 

The ad valorem basis of taxation is most widely used by state 
and local governments. It is an attempt to apply the principles of 
the general property tax to the physical assets of the utility cor- 
poration. Several difficult problems are associated with this 
method of taxation, one being that of administration, and the 
other, evaluation of the properties. The physical assets of the 
corporation must be evaluated; this may not be easy because 
only a portion of this property may lie within the jurisdiction of 
the taxing district. Railroads, telephone, telegraph, and pipe 
lines may extend many hundreds of miles through several states. 
At one time, each taxing district attempted, in some manner, to 
evaluate the bit of railroad that lay within its borders. But one 
need only imagine the perplexity of the local township or county 
assessor when he attempts to evaluate three miles of the Pennsyl- 
vania Railroad which lie within his tax district. 
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This difficulty has almost universally caused the evaluation, 
assessment and collection of taxes on the large public utilities to 
be centralized into the hands of the state tax departments. In 
fact, most states now have highly organized tax departments of 
technical experts who give a large part of their tim.e to the evalua- 
tion and assessment of the public utilities within the state. 

It is the duty of these tax departments not only to fix this 
valuation, but also to keep a constant check on all changes in the 
corporate investment and to keep the valuation for taxation pur- 
poses up to date at all times. Even a unit as large as a state often 
experiences great difficulty in assessing only that part of a rail- 
road that lies within its borders. The practice now is for all the 
states through which the railroad passes to evaluate the utility 
as a whole, and then to allocate this valuation among the states 
for taxation purposes, usually in accordance with the mileage 
that lies within their respective borders This is known as the 
“Unit Rule.” 

The state tax commission may handle the local matters in 
either of two ways. The commission may collect the tax from the 
utility and allocate the proceeds among the interested local taxing 
districts, or apportion the valuation among them and allow them 
to make their own levies and do their own tax collecting. The 
first method of allocation is usually followed; it is generally done 
according to the mileage of the public utility that lies within the 
respective borders of each local unit. 

There are many objections to the ad valorem basis of taxing; 
these arise on both technical and general grounds. It is difficult 
to get an evaluation of property assets, except on a more or less 
arbitrary and unequal basis As a general rule, property is assessed 
for taxation purposes at its fair market value; but, since railroads, 
telephone, telegraph and pipe lines are almost wholly composed of 
fixed assets and are very seldom bought and sold in an open com- 
petitive market, their exact fair market value is not readily 
determined 

There are no well established criteria or principles for fixing a 
just and equitable property valuation for purposes of taxation, 
especially when the property happens to belong to a class for 
which there is no general market. Under such circumstances, 
the valuation must be determined indirectly by resort to such 
factors as a capitalization of earning power; opinion and judgment 
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of expert appraisers; capital stock outstanding, including bonds; 
reproduction cost; original cost, less depreciation. When the 
property valuation of any public utility has once been determined 
for taxation purposes, it is a fairly easy matter for a state tax 
commission to keep it constantly up to date by noting all subse- 
quent changes in investment. 

Next to the ad valorem basis, earning power is the basis most 
widely used to determine the taxable capacity of a public utility. 
The rate is usually fixed at a certain percentage of the gross 
receipts or gross earnings. After all, the value of property may not 
be a true measure of the utility’s ability to pay taxes. The real 
worth is its power to earn. It is not surprising, therefore, that 
so many states take earning power into consideration in determin- 
ing the value of a corporation’s property. 

As between gross receipts and net earnings, the former is the 
simpler as a basis for taxation. What the gross receipts of a cor- 
poration are is fairly easily ascertained. But to determine the net 
earnings, it is necessary to deduct all expenses of operation, includ- 
ing depreciation, obsolescence and replacement costs; these are 
technical matters and are often not easily determined. Few states 
allow any deductions from gross receipts, except occasionally for 
bad debts. The whole amount of the gross is taken as the taxation 
basis. 

In Illinois the definition of “gross receipts” is typical and clear; 
for communications services it is as follows: “ ‘Gross receipts’ 
means the consideration received for transmission of telegraph or 
telephone messages . . . and for all services rendered in connection 
therewith, including minimum service charges, and shall include 
cash, services and property of every kind or nature and shall be 
determined without any deduction on account of the cost of the 
service, product or commodity supplied, the cost of materials 
used, labor or service costs, or any other expense whatever. In 
case credit is extended, the amount thereof shall be included 
only as and when payments are received.” 

Not many public service corporations are exempt under the 
gross receipts tax laws. In general, such exemptions, where 
allowed, may include: (1) railroads and industrial concerns that 
provide goods and services for themselves and their employees; 
(2) mutual co-operative telephone companies having charters 
which exempt them from taxation; (3) holding companies, and 
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(4) transactions which are protected by federal or state constitu- 
tions and laws. 

The courts have held that an excise tax by the states that is 
imposed directly on gross receipts derived from interstate or 
foreign commerce or laid indiscriminately on instrumentalities 
irrespective of whether they are used in interstate or foreign 
commerce, is unconstitutional. But it has also been held that a 
property tax that is measured by gross receipts is not an invalid 
burden upon interstate commerce. 

The laws of most states specifically limit the gross receipts tax 
to purely intrastate commerce. The following provisions are 
commonly found in state tax statutes: (1) gross receipts derived 
from business that is transacted wholly within the state; (2) 
gross receipts derived from business wholly within the state; (3) 
gross receipts from intrastate business. 

If a corporation operates only in intrastate commerce, all its 
gross receipts are taxed; but if its business is both inter- and intra- 
state, then the state taxes the latter receipts only and exempts the 
former. 

Taxation of Government Agencies. In general, because of the 
dual system of government in the United States, neither the federal 
nor the state government can interfere with the other in the exer- 
cise of its respective constitutional functions. This prohibition 
especially applies to the power of taxation.” The fimdamental 
reason for den 3 dng either authority the right to tax, “as we have 
frequently said, is found in the necessary protection of the inde- 
pendence of the national and state governments within their 
respective spheres under one constitutional system.’”^ 

In creating certain governmental agencies. Congress frequently 
inserted tax provisions in the statutes of their origin. By Section 
10 of the Eeeonstruction Finance Corporation Act,^® Congress 
made it clear that states and local governments were not permitted 
to impose taxes on the franchise, capital, reserves, surplus, income, 
loans or personal property of the RFC or of any of its subsidiaries 
Congress did provide m the same section, however, that “any 

“As to the constitutional tax immunity of governmental properties, see 
United States V County of Allegheny, 64 S Ct 908 (1944), Pittman v Home 
Owners Loan Corporation of Washington, D C , 60 S Ct 15 (1939); Mari- 
copa County V Valley National Bank, 63 S Ct 587 (1943) 
i^Helvering v Powers, 55 S Ct 171 (1934) 

«47 U. S. Stat 5, 9, 55 U S. Stat 248. 
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real property” of these governmental agencies “shall be subject 
to state, territorial, county, municipal or local taxation to the 
same extent according to its value as other real property is taxed.“ 

When the Tennessee Valley Authority was created, the ques- 
tion was asked immediately. Is its property subject to state and 
local taxes, or will federal ownership and operation immunize it 
from such levies? If the TVA is to serve as a “yard stick,” its 
operation must contain all the items of cost so as to put it under 
the same competitive conditions as if it were a private enterprise 
Accordingly Congress provided that “five per centum of the gross 
proceeds received by the board from the sale of power generated 
m Alabama shall be paid to Alabama,” and a like amount tc 
Tennessee on power generated in that state. On its own authority, 
the TVA set up in its accounts an amount equal to the taxes it 
would pay if it were a privately owned utility. In this manner, 
the TVA largely overcame the criticism that it was operating under 
conditions of unfair advantage. 

Although held unconstitutional,’’’ the tax provision of the 
Agricultural Adjustment Act is still important. The AAA statute 
imposed a tax upon processors of agricultural products, such as 
slaughterhouses and grain mills. In anticipation of paying this 
tax, the processors added the levy to the sales price, thus imme- 
diately shifting it on to the consumer. Upon invalidation of the 
AAA, it was provided in the Revenue Act of 1936 that no processor 
could obtain a refund of such taxes unless it could be shown that 
the tax had not been passed on to his vendees.”* This same revenue 
act also provided that where the tax had been passed on and had 
not been paid to the federal government and, because of the 
invalidity of the AAA, would not be paid, such income should be 
taxed 80 per cent on the theory of “unjust enrichment.” This 
provision is also known as the “windfall tax.” This tax was 
upheld in the Union Packing Co. v. Rogon, 17 F. Supp. 934 (1937). 

Chain Store Taxation. It has always been a question why 
chain stores should be singled out for special taxation. Do chain 
stores possess special ability to pay which is not enjoyed by the 
independent merchants? The alleged reason for this special 
taxation is that chain stores enjoy special “unfair” economic 
advantages. Because of their greater size, they can buy more 

i^See Reconstruction Finance Corp v Brown County, Pa , 66 S Ct 
992 (1946) 

i®United States v Butler, 66 S Ct, 312 (1936) 

Anniston Mfg. Co v. Davis, 57 S Ct 816 (1937) 
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cheaply, and thus by cutting prices they are able to drive the 
independent merchant out of business. Many, therefore, regard 
the chain store as a type of business which should be driven out 
of existence. About half of the states in the Union now have some 
kind of special regulatory tax on chain stores, the most common 
type being based on the num.ber of stores in the chain. As a rule, 
the larger the number of stores in the chain, the higher the tax 
The obvious purpose of these special taxes by the states on 
chain stores is regulation. It is an attempt to create equality of 
competition or to suppress alleged unfair practices through the 
general power to tax. It should also be understood that chain 
stores are taxed on their general property, stocks, franchises, 
and incomes at the usual federal and state rates, like other busi- 
nesses and corporations. It is these special regulatory taxes that 
are especially important here. 

During the last few years, the courts have decided many cases 
on the constitutionality of chain store taxation. Perhaps one of 
the first and most important cases was the State Board of Tax 
Commissioners of Indiana v. Jackson.'’ In 1929, the State of 
Indiana passed a law which required any person or association 
engaged in the retail grocery business to be licensed and to pay 
a fee as follows: 

1. Upon one store, the annual license fee shall be three 
dollars for each such store; 

2. Upon two or more, but not to exceed five stores, the 
annual license fee shall be ten dollars for each such additional 
store; 

3. Upon each store in excess of five, but not to exceed 
ten, the annual license fee shall be fifteen dollars for each 
such additional store; 

4. Upon each store in excess of ten, but not to exceed 
twenty, the annual license fee shall be twenty dollars for each 
such additional store; 

5. Upon each store in excess of twenty, the annual license 
fee shall be twenty-five dollars for each such additional store. 

Jackson, who operated 225 stores in the city of Indianapolis, 
alleged that this tax was based upon an unreasonable and arbitrary 
classification, and therefore violated the Fourteenth Amendment, 

V283 U. S. 627 (1931). Also see Midwestern Petroleum Corp v. State 
Board of Tax Commissioners, 206 Ind 688 (1933), m which the same statute 
was sustained 



642 


Public Finance 


[Ch. 24 


and hence was unconstitutional. It was shown that there were 
many points of difference between chain stores and independently 
operated units — quantity bu3dng, buying for cash, skill in buy- 
ing, pricing and sales policy, greater turnover, better advertising, 
concentration of management, and special accounting methods. 

The United States Supreme Court held, Justice Roberts speak- 
ing: “The power of taxation is fundamental to the very existence 
of the government of the states. The restriction that it shall not 
be so exercised as to deny to any the equal protection of the laws 
does not compel the adoption of an iron rule of equal taxation, 
nor prevent variety or differences in taxation, or discretion in the 
selection of subjects, or the classification for taxation of properties, 
businesses, trades, callings, or occupations A very wide discre- 
tion must be conceded to the legislative power of the state in the 
classification of trades, callings, businesses, or occupations which 
may be subjected to special forms of regulation or taxation through 
an excise or license tax If the selection or classification is neither 
capricious nor arbitrary, and rests upon some reasonable considera- 
tion of difference or policy, there is no denial of the equal protec- 
tion of the law .... In view of the numerous distinctions above 
pointed out between the business of a chain store and other types 
of stores, we cannot pronounce the classification made by the 
statute to be arbitrary and unreasonable.” 

The Indiana law was therefore held to be constitutional and 
hence the classification of chain stores under these conditions for 
taxation purposes was reasonable and enforceable. 

In the last few years, many other states have attempted to tax 
chain stores. In 1931, the state of Florida passed a law to tax 
chain stores, which was promptly held unconstitutional by the 
United States Supreme Court.** This law classified chain stores 
for purposes of taxation according to whether or not they extended 
into more than one county, which the court held to be an unreason- 
able basis. The Kentucky law enacted for the taxation of chain 
stores was likewise declared unconstitutional, chiefly on the ground 
that a classification of stores on the basis of volume of sales was 
arbitrary and unreasonable. A law in Wisconsin, very similar to 
the Kentucky statute, was held to be unconstitutional for much 
the same reason.** The attempt in Louisiana to tax chain stores 
was sustained because, like the Indiana statute, the tax was 

^Liggett Co. V. Lee. 53 S Ct. 481 (1933). 

“Ed. Schuster & Co. v Henry, 218 Wise. 506 (1935). 
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graduated according to the number of units in the chain through- 
out the entire country.-” 

The United States Supreme Court held that, “If the competi- 
tive advantages of a chain increase with the number of its com- 
ponent links, it is hard to see how these advantages cease at the 
boundary ... all the stores of a retail chain contribute to the 
central purchasing power of the chain irrespective of state lines 
and location of store, and increase the per unit multiple advantage 
enjoyed by the operator of the system; that the greater the number 
of units the greater the purchasing power of the chain, the greater 
the rebates and allowances, the greater the advantages in advertis- 
ing, the greater the capital employed, the greater the economic and 
social consequences, and the lower the cost of distribution and 
overhead.” 

The taxation of chain stores in West Virginia is so important 
and typical that it deserves special mention, not only because of 
the classification and system to rates there charged, but also 
because another type of retail unit than the ordinary grocery 
store is involved. 

The West Virginia law provides that every person who estab- 
lishes, operates, or maintains one or more stores within the state 
under the same general management must pay a license fee. The 
schedule of rates is as follows: 


Numbee of Stoebs 

First 

Second to fifth 
Sixth to tenth 
Eleventh to fifteenth 
Twenty-first to thirtieth 
Thirty-first to fiftieth 
Fifty-first to seventy-fifth 
Seventy-sixth and succeeding 


Fee 
$ 2.00 
5 00 each 

10.00 each 
20 00 each 

35.00 each 
100.00 each 
200 00 each 
250 00 each 


West Virginia extended the above chain store tax to include a 
chain of filling stations which the Standard Oil Company operated 
within its borders and assessed a tax of $250 on each unit. The oil 
company contended that filling stations were not stores, but the 
Supreme Court ruled to the contrary, holding: “The term ‘store’ 
as used in this act shall be construed to mean and include any 
store or stores or any mercantile establishment or establishments 
which are owned, operated, maintained and/or controlled by the 
same person, firm, corporation, co-partnership, or association, 
■‘“Great Atlantic & Pacific Tea Co. v. Grosjean, 57 S. Ct 772 (1937; 
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either domestic or foreign, in which goods, wares or merchandise 
of any kind, are sold, either at retail or wholesale.” 

Justice Cardozo, speaking for the Court, went even further to 
say that if a classification were reasonable, and not arbitrary, 
the amount of the tax could not be questioned, even i,S tt should 
go so far as to destroy the business. If the state has the constitutional 
right to levy a tax, the extent of its use is not to be questioned, because 
the power of taxation is the exercise of a sovereign right. 

In conclusion, it may be said that the special taxation of chain 
stores should be founded upon another basis than that of pure 
regulation. Chain stores may not be any more a social menace 
than other great trust and industrial combinations, although they 
may be fully able to pay these special taxes. Perhaps the states 
will follow the federal government to regulate chain stores by 
passing acts similar to the Robinson-Patman Act, instead of at- 
tempting to accomplish the same purpose through the process 
of taxation. 

Summary. The taxation of corporations, such as banks, 
insurance companies, railroads and other public utilities, is in 
many ways different from the taxation of private business. These 
special corporations are affected with public interest, and at least 
the banks are regarded as instrumentalities of government. Each 
of these special types of business may be required to pay the usual 
taxes levied on any private enterprise. The question is often asked- 
Since these public corporations are affected with public interest, 
why should they be taxed at all or in the same manner as private 
business? Also, since this tax is regarded as an element in their 
costs of production which must appear in higher rates or prices to 
the consumer, is not its imposition and shifting a needless and 
perverted use of the taxing process? 

These public corporations are monopolistic, but they cannot 
charge “what the traffic will bear” because their rates, prices, 
investments, and dividends are subject to such strict government 
regulation Since many of them are privately owned and enjoy 
the protection and other advantages of government, perhaps 
they should contribute toward its support. The Interstate Com- 
merce Commission, the Federal Power Commission, the Federal 
Commu nication Commission, the Public Utility Act of 1936, 

“Pox V. standard Oil of New Jersey, 5.5 S. Ct 3.38 (1936) Italics are 
those of the authors 
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and the Security and Exchange Commission, to say nothing of 
the state and local commissions and agencies are created for 
regulating their respective utilities and are very expensive func- 
tions of the government. 

The problem of taxing banks is peculiar in that such a great 
part of their assets is intangible. They are also creatures of state 
and federal governments, hence instrumentalities of government. 
This difficulty, to a large extent, has been obviated by the grant 
of special permission to tax by the federal government. The 
Civil War Act of 1864 laid the basis for taxation of banks, which 
was enlarged in 1926 by Section 5219 of the Federal Bank Act. 
The taxation of interstate utilities presents something of a problem. 
The United States Supreme Court has generally denied a tax by 
the states on gross income, where all or part is earned in interstate 
commerce, as an interference with trade among the states or with 
foreign nations 

On property evaluation of interstate utilities for taxation, the 
states through which they pass usually consider the realty and 
personalty as a whole and then allocate the yield or assessment 
among themselves, usually on basis of mileage. Each state is free 
to levy on its allotted valuation as it desires. The yield is further 
divided among the local units, generally on the basis of mileage 
lying within their borders. 

Until recently, insurance companies have been held subject to 
the exclusive control of the states of their creation. A great 
variety of taxes has been imposed upon insurance companies by 
the states, of which taxes on property, gross and net premiums 
are the most common. 

Chain stores have been subjected to special heavy taxes largely 
for regulation purposes. Where the tax has been imposed upon a 
reasonable classification of the units of the chain it has been held 
not to violate the Fourteenth Amendment and hence constitu- 

TEXT QUESTIONS 

1. What is meant by the term “quasi-public” corporations'^ Give 
some examples of them. 

2 Discuss fully the case of McCulloch v Maryland, 

3. Explain the importance of the Act of Congress of June 3, 1864. 

4. What was the question in Veazie Bank v, FennOj and how was it 
decided? 

5. Discuss briefly the history of taxation of banks in the United 
States, citing important dates and cases. 
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6. Why does Congress usually make special provisions by which its 
agencies may be taxed by the states and local units'^ 

7. A resident of Illinois, buys shares in the National Bank of Joplm, 
Missouri. To which state will he pay the tax on those shares 
and why? 

8. Why has the right of a state to impose a tax on bank dividends 
seldom been exercised? 

9. What IS the significance of the cases of Paul v. Virginia and 
United States v, South-Eastern Underwriters Assoeiationi 

10. Explain the “gross premiums tax.” 

11. What is a “public utility”? Give some examples. 

12. Discuss the problem of evaluation of assets of public utilities. 

13. Explain the “unit rule.” 

14. What are some of the objections to the ad valorem basis of 
taxing public utilities'^ 

15. Why are gross receipts more generally used as a tax basis than 
net earnings? 

16. Explain Section 10 of the Reconstruction Finance Corporation 
Act. 

17. What IS the “windfall tax”? 

18. What is the mam purpose of chain store taxation? 

19. Why was the Florida chain store tax of 1931 held unconstitu- 
tionaP 

20. Why were the chain store taxes of Indiana and Louisiana upheld 
by the Supreme Court? 

21. What was the contention of the Standard Oil Company in regard 
to West Virginia's taxation of chain stores? What was the 
Supreme Court ruling on the question? 

22. What is the problem in the taxation of utilities operating in 
interstate commerce? 

APPLICATION PROBLEM 

1. Can you make out a case for a separate taxation of intangibles, 
such as IS now imposed in Missouri‘S Why are corporate dividends 
sometimes exempt when such other items as income on bonds 
and interest on money in the bank are included? 

RESEARCH TOPICS 

1. Visit one of your large banks in your community and make a 
study of all the taxes which are imposed upon it by the federal, 
state and local governments. To what extent do you believe 
that these taxes are shifted, and upon whom? To what extent 
IS there equality of taxes (lack of discrimination) imposed by the 
federal and state governments on banks m your community‘s 

2. Visit the office of a large insurance company in your immediate 
community and make a study of all the taxes which are imposed 
upon it. Does the federal government impose any of these taxes ‘s 
Does your state have any comity of arrangements with other 
states in regard to the taxation of insurance? 
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3. In the taxation of pipelines, telegraph and telephone lines and 
railroads that extend into other states, does your state have any 
comity of arrangements with these other states? These facts 
can perhaps be best obtained from ygnr state tax commission. 

4. To what extent do your state and local governments provide for, 
and allow, classification of property for taxation purposes*^ Con- 
sider such bases as real and personal property and chain stores. 
Has this matter of classification of property and business enter- 
prises for purposes of taxation ever been adjudicated by the 
courts in your state‘s 

5. By referring to the statute of your state, examine specifically 
into the extent to which your state has taken advantage of 
Section 5219 of the federal law in the taxation of banks. 

6. What application can you make of the principle announced in 
the following court decisions? 

a First National Bank v. Board of County Comrs, 44 S. Ct. 

385 (1924) 

b. Security National Bank v. Young, 55 Fed. (2d) 616 (132) 
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CHAPTER 25 

ESTATE, INHERITANCE, AND GIFT TAXES 

Governments generally levy taxes on the descent or transfer of 
decedent estates. These taxes are sometimes called death taxes, 
especially in England; m the United States they are almost uni- 
versally known as estate and inheritance taxes. Two general types 
of these taxes are m use today. One t3T)e is the estate tax which is 
levied on the transfer of the net corpus before any part of the 
property has been distributed to the heirs or beneficiaries. The 
other type is the inheritance tax which is levied on the transfer 
of the share each heir or beneficiary receives after provisions have 
been made for distribution, usually through the probate or sur- 
rogate courts. The estate tax is a levy on the right to transmit; 
the inheritance tax is on the right to receive certain property. 
Since each tax is on the transfer of property and not on the prop- 
erty itself it is not a direct tax; hence, in so far as the federal 
government is concerned, the rate for the entire country need 
only be uniform. The constitutional right of the states to levy 
estate and inheritance taxes rests on their inherent sovereign 
power to tax 

Estate and inheritance taxes are somewhat similar, and some- 
times are made complementary; therefore, they should be con- 
sidered together. The gift tax is levied largely as a means to 
prevent evasion of estate and inheritance taxes. This chapter 
will deal especially with the history and theory of estate and 
inheritance taxes and with their practices and general economic 
effects. Certain rather technical legal aspects, especially in regard 
to taxation of the various types of estates, will have to be pre- 
sented to explain the general bases upon which estates, inheritance 
and gift taxes are imposed. 

Private property is an institution created and maintained by 
the state. Inheritance of property is not an absolute right — it is a 
‘privilege granted by the owner, or if no such provision has been 
made by the owner, then perhaps by the state. If there are no 
heirs or other beneficiaries the property of the deceased escheats 
to the state and later m some manner is returned to private owner- 
ship. The institution of inheritance of private property by descent 
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came into existence to save the state from the burden of periodic 
redistribution of decedent estates. 

The usual method of transferring real property, whether by 
sale, descent or gift, is by deed. In like manner, personal property 
may be transferred by delivery or by bill of sale. Both types of 
property may be held singly or jointly in fee simple or by lesser 
estates of inheritance, or transferred by gift, or put in trust in the 
hands of a trustee for a beneficiary or cestui que trust. 

History of Estate and Inheritance Taxes. The tax on the trans- 
fer of decedent estates probably originated in early Rome, although 
there are traces of its use in Egypt during the times of the Ptol- 
emies. In its earliest form, the king or ruler, by virtue of his regal 
authority, took part or all of the estate after the death of the owner 
before it passed to the heirs. Later a tax was imposed upon the 
part going to each heir or beneficiary; hence, the present graduated 
inheritance tax is probably a refinement of the early estate tax. 

Death duties, in some form, have been used by almost every 
country in the world since antiquity. In England they were first 
introduced as stamp taxes, possibly about 1694. But, because of 
evasion, a new law was enacted in 1696 which fixed a special levy 
on the transfer of property to heirs. Death duties, in their earliest 
form in England about 1694, were known as probate fees; in 1780, 
as legacy taxes; and in 1853, as succession levies. ‘ At first, only 
personalty was included m death duties, but, in 1853, the law 
was extended to the transfer of real property. In 1894, a pro- 
gressive rate system was introduced in the English death tax 
which ranged from 2 to 8 per cent. The English death tax of 
1946 provided for an exemption of £100, and a scale of rates 
ranging from one per cent on estates having a value of £500 up to 
50 per cent on those of £2,000,000. The death taxes of England 
occupy an important place in the revenue which the government 
receives. In ordinary years, these taxes often furnish the English 
Treasury with as much as 10 per cent of the total public receipts 
Death taxes are levied and collected by the central government 
of England and are then shared with the local units. 

Before World War II, Germany had an inheritance tax which 
imposed rates from 2 to 60 per cent on all shares received by 
beneficiaries. Italy also had an inheritance tax with a rate spread 
of from one to 50 per cent, depending upon the degree of relation- 


iKnowlton v Moore, 20 S. Ct. 747 (1900). 
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ship to the deceased and the amount of inheritance. France had 
and still has both estate and inheritance taxes, the rates of both 
being rather steeply graduated, and varying with the relationship 
and amount of the estate, from 2 to 40 per cent These taxes were 
likewise collected by the central governments and then shared 
with the local units. 

Theory and Principles of Death Taxes. Many theories have 
been advanced to justify the imposition of taxes on estates and 
inheritances. Some are based on sound principles; others seem to 
be of little practical value. A few writers have suggested such 
bases as the cost of service principle, the various benefits and 
privileges which the estate enjoys under the state, and the back- 
tax argument to justify such imposition. But these theories are 
not satisfactory, because, in the first place, estate and inheritance 
rates are not calculated to serve these various purposes. The 
cost of administration of an estate through the courts is charged 
directly against it at the time it is being probated; and the back- 
tax argument is based on the incongrous assumption that the 
owner did not pay all his just taxes while he was alive. The 
benefit and privilege theory is weak in that it attempts to justify 
a special tax on such incommensurate bases as protection, oppor- 
tunity, and advantages which business enjoys under a stable 
government. Not a single one of these theories rests upon sufficient 
fact to constitute a suitable basis for the imposition of estate, 
inheritance, and gift taxes. 

In the final analysis, a tax is imposed on estates, inheritances 
and gifts for practical reasons, i.e., because of their special ability 
to pay and to furnish some revenue to the government, and per- 
haps for certain regulatory purposes. In a certain sense, the tax 
on estates and inheritances does not fall upon anyone at the time 
of its imposition, because it is levied on the corpus as a whole or 
on each share while it is in suspension of transfer between the 
decedent and the beneficiary. These taxes are therefore not 
shiftable, at least immediately. The inheritance tax rate is so 
graduated as to become much heavier as the size of the estate 
increases; and also it bears with greater weight upon collateral 
heirs and strangers than it does upon those who receive directly. 
These differences are all founded upon the general principles that 
ability to pay increases with the size of the estate, and that 
distant and collateral heirs have contributed little or nothing to 
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the accumulation of the estate. In so far as this special class of 
heirs is concerned, they are receiving a “windfall,” and, therefore, 
they can well afford to share more liberally with the government. 

Mention should also be made of the so-called socialistic or 
diffusion-cf-wealth theory of inheritance and estate taxation 
Many prominent statesmen and scholars have long felt that the 
growth of large fortunes and the transmission of great estates by 
inheritance and gift should be checked, to help effect a more 
equitable distribution of wealth. It is contended that the politi- 
cally organized community — the state — is a partner in the 
creation of all wealth, and, therefore, the decedent estate should 
be divided on some basis between the government and the heirs. 
This theory holds to the idea that no individual should be allowed 
to acquire more than a moderate independence by gift or inheri- 
tance. It is distinctly socialistic in character, and because of 
this fact it would doubtless be unacceptable to many people. It 
is opposed to the “family” idea of property and does not recognize 
the right of a man to provide for his direct descendants. There 
being no absolute right of inheritance, it seems legitimate for the 
state to take steps to limit the amount of property that may be 
distributed among heirs and to take part for its support. 

Others contend that estate, inheritance, and gift taxes destroy 
the incentive to work and save, and that they remove capital 
from the necessary processes of production. This argument does 
not seem valid because the same contention may be made against 
other taxes which cannot be shifted immediately, such as net 
■ income and excess profits taxes. On the other hand, it might just 
as well be contended that, if the state takes part of the corpus of 
a man’s savings through taxes, he will thereby be urged to work 
harder and to create more. 

The economic effects which may result from the taxation of 
estates, inheritances, and gifts need not be any different from any 
other taxes. In fact, since impositions on estates, inheritances, 
and gifts are nonrecurrent, except over relatively long periods of 
time, they may be expected to have a minimum economic effect. 

History of the Federal Estate Tax. The federal government 
has had a long and very complicated experience with death duties. 
In most cases, death duties levied by the federal government have 
arisen out of the exigencies of a war, and therefore may be regarded 
primarily as emergency taxes. The first federal levy on transmis- 
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Sion of decedent estates was passed in 1797, and took the form of 
a stamp tax. The maximum rate was fixed at one-half of one 
per cent But due to difficulties of administration, evasion, and 
little yield, the law was repealed in 1802. 

A second attempt by the federal government to levy death 
duties was made in 1862, when the prosecution of the Civil War 
demanded additional revenue. This federal law provided for 
probate duties which were to be charged against the transfer of 
decedent estate, and for a death tax on legacies. After 1864, an 
additional tax was imposed on the transmission of real property. 

A schedule of rate graduation was first introduced in the Civil 
War measure. It was based on the degree of relationship that the 
beneficiary bore to the decedent. After the war ended and national 
expenditures were curtailed, these death tax laws were repealed. 
Along with many other emergency revenue measures, by 1872 
they had completely disappeared from the federal statute books. 
In the meantime, the constitutionality of the death duties had 
been sustained by the United States Supreme Court on the ground 
that they were excise and not capitation exactions, and therefore 
need not be apportioned.^ Concerning the Act of 1864, the Court 
in the Scholey case said: 

“But it IS clear that the tax or duty levied by the Act under 
consideration is not a direct tax within the meaning of either of 
these provisions. Instead of that it is plainly an excise tax or 
duty, authorized by section eight of article one, which vests the 
power in Congress to lay and collect taxes, duties, imposts, and 
excises to pay debts and provide for the common defense and 
general welfare. . . . 

“Whether direct taxes in the sense of the Constitution 
comprehend any other tax than a capitation tax and a tax on 
land, is a question not absolutely decided, nor is it necessary 
to determine it in the present case, as it is expressly decided 
that the term does not include the tax on income, which cannot 
be distinguished in principle from a succession tax such as the 
one involved in the present controversy.” 

Again, during the Spanish- American War, another inheritance 
tax law was imposed by Congress. This levy on inheritances was 
limited to the transfer of personal property. Its constitutionality 
was again sustained by the United States Supreme Court for the 
same reasons just stated in the Scholey v. Rew case.® The act 
was repealed in 1902, when the emergency had passed, although 

“Scholey v. Rew, 23 Wall. 349 (1874) 

“Knowlton v. Moore, 20 S Ct. 747 (1900) 
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such men as Theodore Roosevelt and Andrew Carnegie rec- 
ommended that it be made a permanent part of the federal 
revenue system. No further attempts at the taxation of estates 
or inheritances by the federal government were made until 1916. 

The forerunner of the present federal estate tax was the Act of 
September 8, 1916. The purpose of this act was to provide revenue 
for federal highway construction grants and for expenditures in 
preparation for the entrance of the United States into World War 
I. This act authorized an exemption of $50,000 for estates of 
residents of the United States. The rates were made progressive 
on all net estates in excess of the above exemption, and ranged from 
1 to 10 per cent — the maximum rate applying only on estates 
in excess of $5,000,000 

It was about that time that a storm of protest was being made 
by the states because the federal government was entering the 
field of estate taxation The chief contention was that the federal 
taxation of estates was a direct invasion of a field which ought 
to belong only to the states. Although the states up to that time 
had realized relatively little revenue from the taxation of estates 
and inheritances, they felt that once the federal government 
entered this field they would be deprived of a large part of what 
income they received This controversy was partly alleviated 
when the Revenue Act of 1924 was passed, providing for, among 
other things, a credit not in excess of 25 per cent of the tax for 
estate, inheritance, legacy, or succession taxes paid a state, 
territory, or the District of Columbia. This act also increased to a 
maximum of 40 per cent the rates which had previously been 
charged on all net estates in excess of $50,000. The Revenue 
Act of 1926 increased the specific exemption from $50,000 to 
$100,000, and authorized a credit of not in excess of 80 per cent 
for estate, inheritance, legacy, or succession taxes paid to the state. 
The net effect of these credits has been to induce the states to 
model their tax laws on estates to a very large extent after that 
of the federal government. Since the 1926 federal estates act, 
which is still in effect, changes in the law have been made almost 
annually. In 1932, a tax in addition to the tax computed at the 
base rates of the 1926 law was imposed, and the exemption was 
fixed at $60,000. In general, this additional tax is the difference 
between the net amounts computed at the 1926 and the 1932 rates. 

The 1948 amendment of the federal estate tax law provides a 
new “marital deduction” which permits substantial reductions 
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in the taxes on the transfer estates of married people. This 
marital deduction amounts to a maximum of half the value of 
the estate and is deducted from the total value of the estate in 
determining the amount subject to the federal estate tax. The 
marital deductions include especially the following: 

1. Property which a husband or wife leaves outright to the other. 

2. Property which a husband or wife leaves in trust to the other. 

3. Property in their joint names. 

4. Life insurance. 

The purpose of this 1948 amendment was to make some concession 
to noncommunity property states. In such cases, if a married man 
takes advantage of this marital deduction the result is to cut his 
estate m half for tax purposes, and to make that half of his estate 
taxable upon the death of his wife. 

Rate Structure of the Federal Act. The current federal estate 
taxation consists of the impositions under the Revenue Acts of 
1926 and 1932, as incorporated in the 1938 Revenue Code and 
subsequent amendments. The tax applicable to estates of dece- 
dents dying on or after February 11, 1939, consists of first, the 
basic tax; second, the additional tax; and third, if the decedent 
died after June 25, 1940, and before September 21, 1941, the 
defense tax. Prior estate tax statutes are applicable to the estates 
of decedents who died before February 11, 1939. Under these 
acts, the rates are highly progressive and the amount of the estate 
is bracketed according to the tax rate. 

State Inheritance Tax. The federal government does not levy 
an inheritance tax; only an estate tax. The inheritance tax there- 
fore seems to be allocated at the present exclusively to the several 
states,^ although a few states, such as Alabama, New York, and 
Florida do not have such a tax. As early as 1687, the colony of 
Virginia seems to have imposed a probate duty of 200 pounds 
of tobacco for the settlement of all decedent estates. Pennsylvania, 
in 1825, was the first state to levy a comprehensive inheritance 
tax. The rate of the Pennsylvania tax was 2| per cent on the 
value of the total estate; but the parents, surviving spouse and 
lineal descendants of the deceased were exempt from any levy; 
only certain collateral heirs were to be taxed. 

‘The leading case sustaining the constitutionality of the levy of inheritance 
and estate taxes by the states is Magoun v. Illinois Trust and Savings Bank, 
170 U. S. 283 (1898). 
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At a very early period, heirs were classified by the state laws 
into direct or lineal descendants, and those that were collateral 
only, without blood relationship to the decedent. The constitu- 
tionality of such classification was sustained in Magoun v. Illinois 
Trust and Savings Bank. Almost without exception, the early 
inheritance tax was imposed entirely on collateral heirs. Many 
states soon followed the example of Pennsylvania after 1825 
and enacted inheritance tax statutes of some kind, but the laws 
were either repealed by the legislatures or declared unconstitu- 
tional by the courts It was not until about 1885 when the state 
of New York began to tax inheritances at the flat rate of 5 per 
cent that effective legislation and administration by the states 
really began. 

Shortly after the turn of the present century, state taxation of 
inheritances began to include the entire estate, and also direct as 
well as collateral heirs. The rates were almost always much lower 
and the exemptions much higher in case of direct heirs than those 
on collateral heirs. The principle of progressive rates was then 
established — it had been introduced in Ohio in 1894, but had 
subsequently been declared unconstitutional — also classification 
of heirs, usually on the basis of blood relationship to the deceased, 
and certain exemptions were provided. In order to avoid multiple 
taxation, many states agreed among themselves to levy only on 
that property which was actually within their respective borders, 
but these agreements were entirely by state compact. 

As the administrative features of the inheritance and estate 
taxes were developed and the amount of revenue which they pro- 
duced became more substantial, it seemed certain that they would 
be accepted as a permanent form of state revenue. At present, 
every state in the Union except Nevada provides for some kind 
of inheritance or estate tax, or both. Even Nevada once collected 
death duties, but its law was repealed in 1925. The amounts 
which the various states derive from estate and inheritance taxes 
are very substantial. 

The situation in Florida with respect to income, estate and 
inheritance taxes is very unusual. Section 11, Article IX of the 
Constitution of Florida provides as follows: 

No taxes upon inheritances or upon the income of residents 
or citizens of this State shall be levied by the State of Florida, 
or under its authority . . . provided, however, that the Legis- 
lature may provide for the assessment, levying and collection 



656 


Public Finance 


[Ch. 25 


of a tax upon inheritances, or for the levying of estate taxes, 
not exceeding in the aggregate the amounts which may by any 
law of the United States be allowed to be credited against or 
deducted from any similar tax upon inheritances or taxes on 
estates assessed or levied by the United States on the same 
subject, but the power of the Legislature to levy such in- 
heritance taxes, or estate taxes in this State, shall exist only 
so long as, and during the time, a similar tax is enforced by the 
United States against Florida inheritances or estates and shall 
only be exercised or enforced to the extent of absorbing the 
amount of any deduction or credit which may be permitted 
by the laws of the United States now existing or hereafter 
enacted . ® 

The constitution of the state of Florida, therefore, provides 
that there shall be no additional tax levied upon the estate of a 
decedent of the state of Florida in excess of the amount of estate 
tax levied by the federal government; the effect of the Florida 
law providing for a tax upon inheritances or estates is to absorb 
any amount which may be allowed as a credit upon the taxes of 
such estate by the United States Government, the result of which 
is that a resident of the state of Florida pays as a total of his 
estate and inheritance taxes only the amount that is levied 
thereon as an estate tax by the United States Government and 
which amount would have to be paid by such resident’s estate 
in full even though the Florida estate tax law was not in effect. 
Hence, the amount of estate tax received by the state of Florida 
reduces the federal estate tax by an equivalent amount, and should 
the federal government at any time withdraw its present regulation 
allowing this credit to the individual states, the collection of 
estate taxes by the state of Florida would be abolished automatic- 
ally. At present, in some states, additional taxes in the nature of 
estate taxes are imposed to supplement the inheritance tax sched- 
ule. In a few states, the estate tax is a separate and distinct tax 
from the inhentance tax, as in Rhode Island. In other states, as 
in California, Michigan and Pennsylvania, the estate tax has no 
specific schedule but is imposed to take advantage of whatever 
credit is allowed under the federal law. In some states, as in New 
York, the tax is strictly an estate tax modeled after the federal 
estate tax law, providing for graduated rates upon the net estate. 
Pennsylvania and Maryland impose flat rates on the shares going 
to beneficiaries 

’’Florida Statutes, 1941, Vol. I, Section 11, Article IX, Constitution of the 
State of Florida. 
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Exemptions. The federal and state laws on the taxation of 
estates, inheritances and gifts provide for a variety of exemptions. 
It is a little difficult to generalize, but the follovdng five types of 
exemptions may be listed: (1) personal exemptions allowed on 
each individual share; (2) exemptions of a specified amount allowed 
on the entire estate; (3) exemptions on property on which such 
tax has previously been paid within a specified period of time; 
(4) exemptions as to charitable, religious, educational and similar 
institutions; and (5) exemptions as to a particular type of property, 
as insurance and annuities. 

A few states exempt speafic property on which an inheritance 
or estate tax was paid within a certain time prior to decedent’s 
death The New York Estate Tax Law of 1930 contains perhaps 
the most liberal exemptions on bequests and gifts to the 

United States Government . . for exclusive public benefit, or 
to any officer of a religious denomination subject to the same 
conditions and exemptions applicable to a religious corpora- 
tion . . for religious, charitable, scientific, literar>% patriotic, 
historical, bar association, or educational purposes . . 

In the taxation of estates, the states differ very widely in 
regard to exemptions. As a general rule, the exemptions are 
much lower in the case of estate taxation than in that of inherit- 
ance. Some states allow one exemption to each class of heirs or 
beneficiaries while other states require such deduction to be 
applied to the entire estate. In a levy on an estate tax there is 
only one exemption deductible from the gross estate in determin- 
ing the net taxable estate, whereas, in the case of inheritances, 
a separate exemption is ordinarily allowed to each beneficiary. 
Some states provide that if the beneficiary is also the donor or 
creator of a gift made in anticipation of death it will be treated 
as only one transfer and only one exemption will be granted. 

Practically all states provide that charitable, religious, and 
educational institutions constitute a preferred class of bene- 
ficiaries, and they are therefore favored with special exemptions. 
In many cases, such institutions are exempt from all forms of 
taxation because, it is contended, they have no special ability 
to pay, and also taxation would only mean requiring them to 
contribute an amount that the people would have to replace 
immediately out of a general tax fund or by gifts. 

As a problem of exemption among the states, there early 
arose the question of jurisdiction over property for taxation 
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purposes. As well known, two or more taxing districts may have 
jurisdiction over the same property for purposes of taxation, 
although recent United States Supreme Court decisions have 
about settled this problem by holding that property may only 
be taxed at its situs. Intangible personal property was subject 
to taxation for inheritance and estate purposes in every state 
where it might be found. Later, however, the states agreed 
upon a plan of “reciprocal exemption” under which Ohio, for 
instances, exempted from its inheritance tax the intangible per- 
sonal property, under its jurisdiction, of residents of Missouri 
if Missouri granted Ohioans similar exemptibn. At present, 
practically all states provide for reciprocity in some Wm or 
another in regard to the exemption of property subject to estate, 
inheritance, and gift taxation, thus settling by agreement to some 
extent the problem of multiple taxation. 

Taxation of Types of Estates. Some of the most complicated 
legal questions arise in regard to death taxes on the transfer of 
various kinds of estates Such estates may be classified as fee 
simple, life, expectancy, joint, trust, dower and curtesy. Each 
of these estates may be taxed on its transfer by the federal and 
state governments under their estate, inheritance and gift tax 
laws. The essential characteristics and legal principles of these 
various estates upon which such transfer taxes are imposed will 
be discussed briefly. 

In most cases, a transfer by will or testamentary creates the 
oldest type of taxable inheritance and estate — fee simple. The 
transfer also includes other actual estates which a person owns 
at the time of his death. For example, the Indiana law defines a 
transfer as follows: “The word ‘transfer,’ as used in this act shall 
be taken to include the passing of property (title) or any interest 
therein, in possession or enjoyment, present, or future, by inherit- 
ance, descent, device, bequest, grant, bargain, sale or gift, in the 
manner herein described, or the exercise of the right of survivor- 
ship in cases of joint ownership.” 

But the transfer of lesser estates than fee simple are also 
included under the federal and state laws of inheritance, gift and 
estate taxes. Estates in expectancy are taxed under the statutory 
provisions in several states. The provision in the Illinois law in 
regard to taxation of property transfers is as follows: “A tax 
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shall be and is hereby imposed upon the transfer of any prop- 
erty . . . where any such person, institution or corporation becomes 
beneficially entitled in possession or expectancy to any property 
or income therefrom . . . 

Estates of dower and curtesy come into existence at the death 
of the husband or wife, but unless they are so designated by 
statute, they are seldom included under the inheritance and estate 
tax laws. There has been a sharp conflict among lawyers and 
economists as to the advisibility of subjecting or exempting estates 
of dower and curtesy to taxation. In some states, as in Tennessee, 
there has been a tendency to subject these estates to taxation. 

The federal laws respecting the taxation of estates include 
dower and curtesy as a part of the taxable estate. In other words, 
dower and curtesy are not exemptions which may be deducted to 
determine the net taxable estate ® 

Taxation of Transfers in Anticipation of Death. All states levy 
some form of inheritance or estate tax, or both, on transfers of 
property to beneficiaries which have been made during the life of 
the deceased under such circumstances as may be in contempla- 
tion of his death. Taxable transfers during the life of the decedent 
are usually divided into two major classes. One is known as a 
transfer of property in contemplation of death, and the other is 
intended to take effect at, or after, death. 

A transfer is made in contemplation of death when its expecta- 
tion in the reasonably near future is the impelling motive. If 
any other motive is established, the transfer of such property is 
usually exempt from the estate, gift, or inheritance tax. Speaking 
on this subject, the Umted States Supreme Court has this to say: 
“The words ‘in contemplation of death’ mean that the thought 
of death is the impelling cause of the transfer, and while the 
belief in the imminence of death may afford convincing evidence; 
the statute is not to be limited by a rule of construction which 
in place of contemplation of death makes the final criterion to be 
an apprehension that death is near at hand.” 

Under the present federal estate tax act, the following classes 
of transfers of property made by the decedent prior to his death 
are subject to the tax and therefore must be included in the gross 
estate: (1) transfers in contemplation of death; (2) transfers to 

^See Section 302(b) Federal Revenue Act of 193 Jt. 
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the extent that title remained in the decedent at the time of his 
death and the passing was conditioned upon his death; (3) trans- 
fers under which the decedent reserved or retained the use, 
possession, rents, or other income or enjoyment of the transferred 
property, for his life, or for a period of such duration as to evidence 
an intention that it should extend to his death; (4) transfers under 
which the decedent retained the right, either alone or in conjunc- 
tion with another person or persons, to designate who should 
possess or enjoy the property or its income; and (6) transfers 
under which the enjoyment of the transferred property was 
subject at decedent’s death to a change through the exercise, 
either by his will alone or m conjunction with another person or 
persons, of a power to alter, amend, revoke or terminate. 

Taxation of Joint Estates. The taxation of the transfer of 
estates which are held jointly as joint tenants with rights of 
survivorship are of fairly recent development. There are three 
broad classes to be considered: (1) joint estates; (2) tenancy by 
the entirety; and (3) community property. The theory upon 
which the taxation of the transfer of such property is justified is 
that, while the vesting of the entire estate by right of survivorship 
is not strictly an inheritance or succession, nevertheless the death 
of the decedent ordinarily makes the survivor the sole owner. 

There are now some twenty-eight states, as well as the federal 
government, which tax joint estates. Many states make no 
provisions for the taxation of joint estates, and hence such suc- 
cessions usually escape taxation. In a few states, as in Michigan 
and South Dakota, the taxing authorities impose a levy on the 
transfer of joint estates on general principles without the usual 
statutory authority. Joint bank accounts have the characteristics 
of joint ownership, and they may therefore be taxed under statutes 
which impose inheritance and estate taxes on joint estates. 

In the case of tenancy in common with right of inheritance, the 
state statutes usually provide that the property shall be divided 
into equal parts and each part subjected to a separate tax. In 
other states, as in New Jersey, the statute provides that the entire 
joint estate shall be subject to tax, when one of the holders dies, 
except to the extent to which it can be shown that it was originally 
owned by the surviving tenant. In North Carolina, as to tenancy 
by the entirety, a presumption exists that each contributed one- 
half toward the estate, in the absence of proof to the contrary 
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In states having the community property system, one-half of 
such estate is taxable on the death of either spouse. 

The provisions of the federal estate tax law extend to joint 
ownership of property wherein the right of survivorship exists, 
regardless of when such estate was created. This federal statute 
specifically reaches property which is held jointly by the decedent 
and any other person or persons. While the entire joint property 
is part of the decedent’s gross estate, yet it is the intent of the 
federal statute to include only that which belonged to the dece- 
dent. In the absence of proof to the contrary, each joint tenant 
will be presumed to have contributed his aliquot part in the accu- 
mulation of the estate, and the survivor will not be taxed on his 
own personal contributions. 

Taxation of Life Insurance. There is considerable doubt in the 
minds of legislators about the advisability of taxing life insurance 
when it is paid to beneficiaries upon the death of the insured. 
There is a strong sentiment against levying either an estate or 
inheritance tax against insurance, chiefiy on the ground that it 
is a form of savings for times of distress and a means by which a 
man may provide for the needs of his family after his demise, 
and, for these reasons, the law makers have shown great reluctance 
to impose such levies. 

In life insurance, there are two distinct kinds of policies: (1) 
insurance which is directly payable only to the estate of the in- 
sured; and (2) insurance which is payable only to a specified 
person as beneficiary. The first type of insurance, which is to be 
paid only to the estate, is generally taxable in all states, either as 
a matter of administrative practice or by reason of favorable 
court decisions, and it may now be regarded as established law 
that, in the absence of an excluding statute, such insurance is 
properly and justifiably taxable. 

As to the taxation of the second type of insurance, payable 
only to a specified beneficiary, there does not seem to be any 
established policy among the states. The federal estate tax law 
provides for the inclusion in the gross estate of insurance which 
has been taken out by the decedent upon his own life, as follows: 
(a) all insurance which is received by, or for the benefit of, the 
estate; and (b) all other insurance payable to beneficiaries other 

^Por further definition and discussion of taxation of community property, 
see page 594 and footnote on page 595 in this text. 
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than estate. The provision of this federal act which required the 
inclusion in the gross estate of all insurance receivable by the 
executor, without any exemption, applies to policies made payable 
to the decedent's estate, or his executor or administrator, and 
all insurance which is in fact receivable by, or for the benefit of, 
the estate. The statute also requires the inclusion in the gross 
estate of the proceeds of any policy, or policies, which are not 
receivable for the benefit of decedent’s estate. 

Valuation for Tax Purposes. The valuation of an estate for 
inheritance and estate taxation means value in exchange, that is, 
the worth of the property in terms of purchasing power, as deter- 
mined on the market. From the economic point of view, value of 
property means its actual worth in dollars and cents as determined 
at an open sale. The question has arisen as to the difference that 
might arise when federal officials set one valuation on property 
for federal estate tax purposes, whole the state officials may set 
another valuation under the state inheritance tax laws. Many 
states provide that where the valuation of an estate is finally 
determined for federal estate tax purposes at a higher figure than 
the state appraisal, the higher value shall be used in computing 
the state inheritance tax. 

In the case of real estate, its value for purposes of inheritance 
and estate taxation is usually established by expert appraisal. In 
arriving at such valuation, the income of this real property is an 
important, although not the sole, factor. 

Another class of property that must be evaluated for estate 
and inheritance tax purposes is that class which includes all kinds 
of securities and commercial paper. Securities are usually divided 
into those that have a market and those that are held closely, or 
those that are not bought and sold freely in an open market. 
Where stocks and bonds have a market, their valuation can ordi- 
narily be established without difficulty, particularly where they 
are listed on a stock exchange. The Federal Estate Tax Depart- 
ment applies the rule that the value of stocks and bonds which 
are listed upon an exchange shall be obtained by taking the mean 
between the highest and lowest quoted selling price upon the date 
of valuation. If there were no sales on the date of valuation, the 
value shall be determined by taking the mean between the highest 
and lowest sales upon the nearest date, either before or after date 
of valuation, if within a reasonable time. 



Ch. 25] 


Estate, Inheritance, and Gift Taxes 


663 


There are no criteria for evaluating stocks and bonds that are 
closely held, except by capitalization of the net earnings of the 
issuing company, by comparison with securities that are similarly 
situated, by accounting methods, and by the exercise of good 
judgment. The Federal Estate Tax Department applies the rule 
that, in case the value of a security caimot be determined by sales, 
or from bid and asked prices, the value of corporate bonds is to be 
ascertained by giving consideration to their soundness of the 
security, their interest yield, the date of maturity, and other 
relevant factors, and, in the case of shares of stock, upon the basis 
of the company's net worth, earning power, dividend-paying 
capacity, and all other factors which might be of use. 

Rather technical and complicated methods have been devised 
for the evaluation of stocks by certain states. In addition to the 
book value and the actual value of the tangible assets, such 
intangible items as goodwill must be taken into consideration. 
While many different methods have been in use, three are worthy 
of special consideration. The first is the New York or New Jersey 
method, under which a fair rate, usually 6 per cent, is allowed on 
the net worth of the business, that is, the capital and surplus, as 
of the date of decedent’s death. This rate is then deducted from 
the average net profit which is based on a period of from three 
to five years. If there is an excess over such fair rate, it is then 
multiplied, generally by a multiple of three, although five or more 
may be used, and this resulting figure is called the goodwill, and 
is added as a separate item to the value of the stock as determined 
by the book value of the capital and surplus. 

The second method is the one used by the federal tax depart- 
ments. This method has been used rather liberally in deter- 
mining valuations for income tax assessments. In this method, 
which is very similar to the one now in use in New Jersey, a given 
rate is allowed on the net taxable assets, usually 8 per cent, and 
the remaining average net profits are capitalized at 10, 15, or 20 
per cent for purposes of establishing the value of the intangible 
assets; and the two amounts when added together are considered 
as the total value of the stock. 

In computing the gross estate of the deceased under the Federal 
Estate Tax Act, other forms of property, such as interest in a busi- 
ness, whether as partner or proprietor, promissory notes, secured 
or unsecured, cash on hand or on deposit, household and personal 
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effects, must be carefully itemized and evaluated. The act also 
requires that annuities, life, remainder, and reversionary interests 
be evaluated and that they be included in the gross estate for 
estate taxation purposes. The taxation of a few of these special 
estates will be briefly considered. 

Valuation of Other Types of Estates. The valuation of certain 
other property interests for inheritance and estate taxes, such as 
those that may or may not actually come into the possession of 
the heirs, has always given great difficulty. Under some state 
laws, the tax on the whole estate is held in suspension until the 
various interests finally pass into the possession of the heirs. 
Other states provide for a tax at the minimum rate with a further 
proviso that in case the ihterest passes to persons who are taxable 
at a higher rate, then the additional payment shall be made when 
the heirs actually take possession 

A life interest differs from a life annuity in that the former may 
be of varying value and payable at different intervals, according 
to the productiveness of the principal or the use to which it is put, 
while the life annuity is usually of a definite amount payable in 
cash at stated periods. The life insurance tables of mortality are 
used to determine the value of annuities and life interests. 

A vested remainder is a distant interest in certain property, 
and is taxable separately. The present value of the vested re- 
mainder is the entire property less the life interest, which is usually 
ascertained by the aid of mortality tables. 

The taxation of these special property interests, as inheritances, 
is comparatively new and there is no uniform fiscal policy yet 
established. The recent pressure for additional revenue by the 
governments largely explains why these sources of income have 
been added to the category of taxation. Their total jdeld is not 
large. Their justifications may be based upon the fact that the 
heir is receiving a windfall and should divide with the state. 

The Gift Tax. The gift tax was enacted to prevent the evasion 
of the estate and inheritance taxes. Since estate and inheritance 
taxes are not collectable until after the death of the decedent, 
it is obviously quite possible for the property to escape these 
levies by being transferred to the beneficiary during the life of 
the owner. Gift taxes have therefore been inposed by the federal 
government and a few states in order to prevent the evasion of 
all death taxes. 
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While the gift tax has received special attention during the 
last few years, it was first used in this country during the Civil 
War when a succession tax was imposed on gifts of real property 
The first federal law to tax all gifts was enacted in 1924; but it 
was repealed two years later. The federal government did not 
return to a tax on gifts until in 1932 when the law of 1924 was 
finally substantially re-enacted in order to produce additional 
revenue and to catch property which was escaping the inheritance 
and estate taxes by being transferred to beneficiaries during the 
life of the owner Except for a slight revision of rates, which are 
now fixed at three-fourths of the estate schedules for all brackets, 
no changes were made in the gift tax law, until the Revenue Act 
of 1940 which provided that the amount computed for the years 
1941 to 1945 according to the old rate schedule should be increased 
by 10 per cent. 

A few states have followed the example of the federal govern- 
ment and enacted gift tax laws Canada also imposes a tax on 
gifts, at graduated rates, which range from 2 per cent on gifts 
in excess of $4,000, and not more than $25,000, to 10 per cent on 
amounts in excess of $1,000,000. 

The constitutionality of the gift tax has been before the United 
States Supreme Court and has been sustained on the ground that 
it was an excise upon the transfer of property and therefore need 
not be apportioned. The Supreme Court also held that it was a 
reasonable levy on property and therefore it did not violate the 
Fifth Amendment.® 

The federal gift tax is applicable to all forms of property. It 
applies if the transfer is in trust, either direct or indirect, and if 
the property is real or personal, tangible or intangible. The 1932 
law, unlike the Act of 1924, imposes the tax only upon gifts of 
individuals, and not upon those made by corporations, trusts, 
and estates. In the case of nonresidents, the statute applies to 
the transfer only when the property is situated within the United 
States. On the other hand, if the doner is a citizen of the United 
States, the federal gift tax applies regardless of where the property 
is situated. The federal statute does not impose the tax upon the 
property, but only upon the transfer. The tax is not imposed 
upon the receipt of the property by the donee, nor is it necessarily 
determined by the measure of enrichment resulting to the donee 

®Bromley v. McCaughn, 50 S. Ct. 46 (1929) 
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from the transfer. On the contrary, the tax is regarded as a per- 
sonal liability of the donor. 

The question has been raised as to what constitutes a taxable 
gift inter vivos within this statute. According to regulations which 
are issued by the United States Treasury, a forgiveness of indebted- 
ness constitutes a gift when the creditor cancels without considera- 
tion the debt of a solvent debtor. In case of joint estates, such as 
joint bank accounts, which have been created by funds furnished 
by the husband, there is a gift tax on the value of the wife's 
acquired interest in the property. It has also been held that where 
a donor has conveyed cash and other property to a charitable 
institution under an agreement that annuities shall be paid him 
for life such transfer is not taxable under the gift tax law. But if 
after the donor’s death these annuities are to be paid to his widow 
during her natural life their present worth at the time of the trans- 
fer to the institutions constitutes a taxable gift. The federal law 
also provides that the tax applies to transfers in trusts, as well as 
to outright gifts. 

The schedule of rates of the federal gift tax is progressive, and 
the rates are uniformly three-fourths of those which apply on the 
taxation of estates. The deductions which are allowed under the 
federal gift tax law are quite complicated and can best be treated 
under a separate section. The tax is computed upon the net 
amount of the gift. 

Deductions Under the Federal Gift Tax Law. Deductions al- 
lowed under the federal gift tax law are of special interest because 
of their importance to bequests to private, eleemosynary institu- 
tions. 

The federal Act of 1940 provides that in computing the net 
gift tax for any calendar year there shall be allowed as deduc- 
tions: (1) in the case of a citizen or resident of the United States 
an exemption of the flat sum of $30,000. Furthermore, a gift 
of $3,000 or less to any one person is excluded from consideration 
and does not even have to be reported as a gift. For example, 
a man with five childem could give them a total of $45,000 in a 
single year without being subject to a gift tax. $30,000 is the 
flat exemption, and an additional $3,000 for each of the five donees 
does not have to be reported. This specific exemption does not 
extend to nonresident aliens. Also, (2) the amount of all gifts 
made during such year to or for the use of: (a) The United States, 
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any state, territory, or any political subdivision thereof, or the 
District of Columbia, for exclusively public purposes; (b) a 
corporation, or trust, or community chest, fund, or foundation, 
organized and operated exclusively for religious, charitable, 
scientific, literary, or educational purposes, including the encour- 
agement of art and the prevention of cruelty to children or animals, 
no part of the net earnings of which inures to the benefit of any 
private stockholder or individual, and no substantial part of the 
activities of which is carrying on propaganda, or otherwise at- 
tempting to influence legislation; (c) a fraternal society, order, or 
association, operating under the lodge system, but only if such 
gifts are to be used exclusively for religious, charitable, scientific, 
literary, or educational purposes, including the encouragement of 
art and the prevention of cruelty to children and animals; (d) 
posts or organizations of war veterans, or auxiliary units or 
societies of any such posts or organizatioiK, if such posts, organiza- 
tions, units or societies are organized in the United States or any 
of its possessions, and if no part of their net earnings inures to 
the benefit of any private shareholder or individual. 

The obvious effect of such deductions is to encourage the 
wealthy to make gifts for such public purposes. They are thereby 
enabled to distribute their estate during life without the imposi- 
tions of taxes. 

Income Tax on Estates and Trusts. The net income of an 
estate or trust is taxed as if it were the income of a single individual 
An estate or trust is subject to both the normal tax and the surtax. 
It is also subject to the capital gains and losses limitation. An 
estate is entitled to one $600 exemption whereas a trust is allowed 
a $100 exemption. 

Summary. Death duties, or those imposts commonly called 
estate and inheritance taxes, have had a long and checkered 
history. 

The distinction between estate and inheritance taxes is more 
technical than real. In general, the estate tax is computed upon 
the corpus as a whole while it is still in probate in the hands of the 
executor or administrator. The inheritance tax is levied upon the 
individual shares as they pass to the heirs. 

The taxation of estates and inheritances has recently become 
of considerable importance among about all grades of government. 
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The most logical reasons that can be given for tapping such sources 
of income is their ability to pay and the government’s need for 
revenue. 

The tax is borne by the beneficiary, since he receives just that 
much less, but it is not shifted further. If it is wise to effect and 
maintain a better distribution of wealth, and to limit the size of 
inheritances generally, the state can act most opportunely at the 
time when the property descends to the heirs and beneficiaries. 

A decedent might have any estate of inheritance in property 
which ranges from fee simple to any of the many lesser forms. 
The problem of evaluation of these various estates for the levy of 
death duties therefore becomes extremely complex and involved 
The gift tax is imposed to prevent the circumvention of estate 
and inheritance taxes by the owner in giving his property away 
during life. The federal gift rates are uniformly three-fourths of 
the estate tax schedules. 

TEXT QUESTIONS 

1 What is the technical distinction between inheritance and estate 
taxes'^ 

2 Are inheritance and estate taxes direct or indirect, and why*? 
What difference does it make whether they are direct or indirect*^ 

3 Why the gift tax*^ Is it direct or indirect*^ Who is the cestui que 
trust‘d 

4 Upon what bases can the taxation of inheritances, estates, and 
gifts be justified? 

5 Why did the taxation of inheritances, estates, and gifts by the 
federal government develop so slowly*^ Was it for constitutional 
reasons*? 

6 What were the principal provisions in the Federal Estate Acts 
of 1916 and 1924*? 

7. What were the principal provisions of the 1948 Amendment of 
the federal estate tax law*? To what extent was it dictated by 
community property*? 

8, What IS the rate structure of the present federal estate tax law*? 
9 Are there any constitutional limitations of the right of states to 

levy inheritance, estate, and gift taxes*? 

10. What are the principal exemptions and deductions allowed by 
the federal and state governments in the taxation of inheritances 
and estates*? 

11. What are the principal types of estates and what are their legal 
characteristics*? 

12. How is each of these types of estates treated under the present 
federal estate tax law*? 
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13- How does the present federal estate tax law treat the transfer of 
lesser estates*^ How does it treat the transfer of curtesy and 
dower estates? 

14. Does the federal government tax estates transfered in con- 
templation of death‘s 

15. What are the principal joint estates, and how does the present 
federal estate tax law treat each of these joint estates? 

16. What are the principal problems in the taxation of the transfer 
of life insurance? 

17. What are the principal methods of evaluating property for in- 
heritance and estate taxation? 

18. How does the present federal tax law treat gifts‘s What deduc- 
tions and exemptions does it allow? 

19. How does the federal tax law treat income on trusts and estates'^ 
Against whom is such tax levied? 

20 What is the rate structure on incomes of estates and trusts*^ 


RESEARCH TOPICS 

1. Make a study to the extent to which your state levies a tax on 
the transfer of estates, inheritances and gifts. Note especially 
the yield, the exemptions and deductions, the rate structures in 
each case, and any litigation you can report. 

2. Visit the trust department of a large bank in your community 
and make a study of the various taxes imposed m the settlement 
of a decedent estate. Select one or more estates in trust and 
analyze the types of taxes which fall upon it. 

3 One of the most important aspects of estate management today 
IS so to arrange the descent that the various taxes will fall with- 
out undue hardship on the heirs. The following three examples 
are typical * 

CASE I. Mr X had an estate of $300,000, his wife having no 
separate estate These are a few typical questions: 

A. Suppose that he left the entire estate to his wife outright 
and took full marital deductions at his death. What would 
be the taxes at his death? What would be the tax upon the 
subsequent death of his wife‘s 

B. Suppose, instead, he leaves all his estate in trust for his 
wife without power of appointment to dispose of it at her 
death. What would the tax be upon his death 

C. Suppose he leaves all the estate in trust for his wife, provides 
that the income is to be payable to her for life, with right 
to dispose of half of it at her death‘s What would the tax 
be at his death At her death*!" 

*These cases were actually handled by the Trust Department of the 
St Louis Union Trust Company Only the names of the parties have been 
omitted 
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CASE 11. Mr. Y. has an estate of $120,000 which he wishes to 
leave outright to his wife. Consider the tax under the 1948 
federal tax law. 

A. What will the tax be on the estate at his death‘s What will 
it be upon the subsequent death of his wife? 

B. Suppose, instead, he was to leave only half of his estate to 
his wife outright, and the other half in trust for her. Or 
suppose he left all in trust to her with power of appoint- 
ment to dispose of half at her death by will. What would 
be the tax upon his death‘s Upon her death*? 

CASE III. Mr. Z has an estate of $300,000. He has a wife, a 
daughter and grandchildren, none of whom has any property 
of their own. What are the taxes upon the husband's death; 
upon the wife's death, upon the daughter's death under the 
following plans* 

PLAN I. Assume that the husband leaves his estate outright 
to his wife, she m turn to her daughter, and the daughter 
leaves it to her children. 

PLAN II Assume that the husband leaves his estate in trust 
for the life of his wife, then in trust for the life of his daughter 
and upon her death to his grandchildren. 

PLAN III. This plan is the same as PLAN II except his wife 
is given an unrestricted power of appointment to dispose 
of one-half of her husband's estate. 
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CHAPTER 26 

ADMINISTRATIVE AND NON-TAX REVENUES 

While taxation yields the greater part of governmental revenue, 
there are many other sources of income which produce substantial 
sums. Governments may obtain revenue from such non-tax 
sources as public domain, the operation of public industries, and 
administrative income from fines, fees, licenses, special assess- 
ments, and excess condemnation. 

While the public domain, as a source of revenue, has almost 
disappeared, it does deserve some consideration in a general 
treatise on public finance. Within the last few years, the operation 
of industrial establishments by governments has made rapid 
strides, although the volume of net revenue to be expected from 
such source may not be great, especially in the United States 
Along with the execution of certain administrative functions, 
governments often derive considerable income from such sources 
as the imposition of fines, under the police power, for infraction of 
the law ; the charging of a fee or price for public service rendered — 
that is to say, a kind of contractual revenue; income from licenses 
for the legal privilege of operating a business or profession; and 
the levy of a special assessment, in which case the property owner 
is supposed to derive a net benefit from some public improvement 
Excess condemnation levy is usually incidental to special assess- 
ment. Governments are frequently the beneficiaries of gratuitous 
funds — real and personal property in various forms — which are 
usually considered under the general heading of public gifts. Some 
of the administrative revenues, such as fees, licenses, rates and 
prices charged for public service shade into each other to such 
extent that in most cases no clear-cut distinctions can be drawn 
among them.^ The administrative revenues differ in degree of 
compulsion and in procedure in use, but in every case they can be 
employed legally only where there is a public benefit involved. 

Public Domain. The question of public domain goes back to 
the days of feudalism, or earlier, when the king owned in fee simple 
all the land of his realm. Part of this land was let out on lease to 
his subjects, who paid feudal dues for its use; part of this domain 

iSeligman, ERA, Essays in Taxation, Tenth Edition, 1928, p 400 ff 
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was converted into forests and game preserves for royal hunting 
grounds and for recreation; the remainder was cultivated by the 
king for the support of himself and of his household; this was ex- 
pected to provide all his necessary revenue. At one time various 
countries owned vast public domains from which considerable 
revenue was derived. Germany owned the Black Forest; Russia 
held vast areas of mines in Siberia; India owned thousands of 
square miles of forest and agricultural lands. But this land has 
now been at least partly transferred to private owners 

When the federal government was organized in 1789, it ac- 
quired a huge public domain by cession from the thirteen original 
states. There was a vast hinterland which all the states claimed; 
this controversy was finally settled by transferring it to the control 
of the central government. Later, the domanial territory of the 
federal government was greatly augmented by the Louisiana Pur- 
chase of 1803, acquisition of Florida in 1819, addition of the Oregon 
Territory in 1846, the Mexican Cession in 1846, and the Gadsden 
Purchase in 1853, and such foreign possessions as the Philippines, 
Alaska, and Hawaii. 

There has always been a question as to what to do with the 
public domain Many statesmen have contended that it should be 
transferred to private ownership as soon as possible because the 
state is not a competent landlord, and because they believe that 
the gain would be far greater if the land was managed by indi- 
viduals On the other hand, there are those who contend that the 
state should retain the domanial lands as a future source of inde- 
pendent income, adding thereby an element to the public credit. 
However, the general tendency among all present governments is 
to transfer all agricultural lands to private hands, and to retain 
only such domain as is necessary for the conduct of public affairs. 
In general, agriculture operates under the law of decreasing returns 
because of increasing unit cost, and such business does not lend 
itself to large scale operation by the state, although at present, 
because of the introduction of machinery, there are many farms 
being operated advantageously on a large scale. 

Various methods of disposing of the public lands have been 
used. In the United States, a policy of transfer to individuals as 
rapidly as possible has always been favored. At times, in the 
United States and Canada, millions of acres have been given to 
ex-soldiers as compensation for military service. Large tracts of 
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land were donated to the railroads and canals, and other forms of 
internal improvements. The educational systems of many states 
were virtually established, and for some years, partly maintained 
by grants from the public domain Millions of acres were also 
given away under the Homestead Act of 1862. 

As a net source of revenue, except in the earliest years of the 
government, the domain was of little importance As a rule, the 
costs of administration, including survey, policing, extinguish- 
ment of Indian claims, and maintenance of land offices, absorbed 
most of the income. Indirectly, however, government income was 
increased by the free and rapid disposal of its domain because 
development of this land enriched individuals and the nation, 
thereby supplying increasingly greater income for the support of 
government. 

Part of this public land is still held by the states, while some 
has been sold and the proceeds either retained as an endowment, 
or used to liquidate debts and to defray current expei^es The 
federal government has recently been coming into possession of 
vast tracts of agricultural land by reclamation, and also through 
foreclosure under the Land Bank Loan System 

Taxation of Natural Resources. The taxation of natural re- 
sources has always presented a problem The chief purpose of 
levy IS not revenue. Some natural resources, such as forests, are 
reproducible; while others, like minerals and oil, are not. Taxes 
should be so levied prmcipally as to encourage the conservation of 
these necessary raw materials. Of course, either by direct govern- 
ment ownership or by some kind of statutory control, the police 
power of the state can always be used to conserve a natural re- 
source Finland and Sweden are excellent examples of countries 
which have recently acquired title to a substantial share of their 
forests and iron ore deposits for the purpose of conservation of 
forests by a preferential system of taxation. In some cases, forest 
lands have been exempt, notably when the timber is yet growing. 
In such instances, local taxes are usually supplemented with state 
aid to compensate for this loss in revenue. The general property 
tax should not be applied to gromng forests because the owner is 
then compelled to pay before any return has begun to be realized. 
This tax is particularly burdensome and inequitable because the 
owner is compelled to pay currently upon remote values. After 
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a forest is once started, no return may be expected on the invest- 
ment for several years. Forests also involve some risk, which, 
under the general property tax, is almost entirely assumed by the 
owner. It is also said that the imposition of a tax on growing trees 
encourages premature cutting because the owner must begin to 
realize on his investment as soon as possible in order that he may 
meet these tax costs. 

Many states have put forest property in a separate class for 
taxation. They give it special treatment, which is more adapted 
to its particular characteristics. Wisconsin, for example, enacted 
a forest crop law which combines a yield tax with an annual levy 
upon this t37pe of property. The application of this law to forest 
land IS entirely optional with the owner. The owner makes appli- 
cation for the privileges which are afforded under this law. Once 
his land is listed, the owner pays ten cents an acre to the local 
government. The state matches this levy with an equal sum. The 
yield tax, all of which goes to the state, consists of 10 per cent of 
the products harvested from privately owned forest lands, and 
50 per cent of that taken from county-owned land All this special 
law tax is in lieu of the collection of a general property tax on 
forest lands, which would otherwise be imposed. 

The land owner in Wisconsin, in order that he may take ad- 
vantage of this special tax privilege, must make assurances that 
he can and will grow a forest in lots of at least forty acres. In 
addition he promises that, in a reasonable manner, he will practice 
the rules of forestry. In case the land is withdrawn from exemp- 
tion, either by the owner or by the State Conservation Commis- 
sion, the general property tax will apply retroactively from the 
date when it was so listed. The law is intended to restore the 
timber resources of the state by increasing local interest in forestry, 
by providing a more scientific care of forests, and by encouraging 
better rural planning of land uses. 

This crop yield tax law, as it prevails in Wisconsin, has been 
severely criticised by many authorities. It is contended that it 
will retard, rather than encourage, the development of forestry; 
that the entire policy of timber conservation is founded upon the 
wrong basis, because forests should be owned and managed only 
by the state. Many taxpayers associations of the state, therefore, 
oppose the ‘yield’ tax, and recommend either an adjusted property 
tax or a partial exemption of all lands devoted to forestation. 
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Any type of annual property tax on forest land is inequitable 
inasmuch as it must be based upon futme earnings which may not 
actually accrue for a lifetime At present, most states have special 
statutory provisions with respect to the taxation of forest lands. 
In many cases, trees are entirely exempt from tax for a certain 
number of years. Other states have an exemption in addition to a 
yield tax. In conclusion, it might be said that forest lands must 
be put into a separate class for taxation purposes, and that a 
general property tax on current annual values is scarcely equitable; 
a severance tax would be much better. As yet, among the states, 
there is no substantial uniformity of taxation of forest lands. 

In spite of contentions to the contrary, there seems to be no 
good reason why mines and oil wells should be entirely exempt 
from taxation. Their products are different from those of the 
forest in that they are non-reproducible and that the supply of 
their materials slowly disappears Mines and oil wells should 
therefore be put in a separate class for purposes of taxation. The 
basis upon which the levy is made should be reduced gradually as 
they become exhausted. It is urged by many that mines and oil 
wells are gifts of nature and that, because they represent dis- 
appearing assets, they should be subjected to heavier taxation for 
purposes of conservation. In Minnesota, iron mines are subjected 
to a heavy rate of assessment under a classified property tax. They 
are sometimes required also to pay a severance tax. 

Just what effect a tax may have upon the exploitation of such 
natural resources as minerals and oils will depend entirely upon the 
form of levy that is imposed. It also depends upon whether the 
tax is levied on surplus production or on cost of operation. It is 
common knowledge that a tax imposed upon mere ownership of 
non-reproducible gifts of nature has a different effect from one 
levied on their exploitation. Mines and oil wells have a net value, 
the existence of which can hardly be prevented by any degree 
of taxation short of confiscation. 

This circumstance suggests the incidence of a tax when imposed 
upon the net value of such non-reproducible goods as minerals and 
oil, which are produced only under a cost of production process. 
The effect might be comparable to a tax on the economic rent of 
land. It is not shifted, at least not immediately. But it is some- 
times claimed that if a tax is levied by a state upon some natural 
resource it can be shifted to the foreign buyer by forcing him to 
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pay higher prices. If the state has a monopoly on a particular 
resource, and if it is one of inelastic demand, the tax can be 
shifted But a tax on net surplus will rest on the owner, while a 
levy on gross production, or on tonnage, will enter into the cost of 
production and may be shifted to consumers. In 1921 the British 
government placed a tax on the exportation of crude rubber from 
the Malay states. The purpose was to curtail over-production, 
and to increase the pnce of crude rubber in world markets. The 
plan was temporarily successful because of the monopoly position 
which England had over the production of rubber. The increase 
in prices that American manufacturers subsequently paid was 
attributed largely to the action of the British government. The 
entire scheme was later abandoned because of political complica- 
tions with the United States. 

Vanous tjpes of taxes may be imposed upon mines — the most 
common is the ad valorem levy It is an adaption of the general 
property tax, and it is based upon an evaluation of the entire 
mineral deposit in the mine The chief difficulty with this tax is 
its administration, because it is not easy to evaluate any type of 
mineral deposit. Among other factors, evaluation depends upon 
the thickness of the veins, the quality of metals, the accessibility 
and cost of production. Recoimse must often be had to test borings 
to ascertain the extent and quality of the deposits. Thus, the 
proper assessment of mining property is a task which can be done 
only by a state tax commission, although in a few instances this 
important function is still left to the local tax assessor. 

Besides, and in lieu of, the ad valorem tax, various other types 
of levies are imposed on mines, such as certain forms of income and 
production taxes, occupational, and classified tonnage taxes Most 
of these special taxes are fairly easy to administer because the 
base upon which the levy is made is simpler. They may be expected 
to yield considerable revenue in the future. 

In many respects, the taxation of forests and of mines presents 
entirely different problems. Forests do not yield a return to their 
owners for many years after they are planted, while mines begin 
to produce as soon as opened. For this reason, their taxation must 
be put on different bases. Thus, forests should either be exempt or, 
during non-productive years, be taxed very lightly. Mines and oil 
wells, on the other hand, may be able to sustain the heaviest levies 
during the early period of operation, with a gradual reduction of 
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the base as they become exhausted. The future production of oil 
wells IS even more uncertain than that of mines; therefore, they 
present problems of evaluation which are not found with any other 
kind of taxable property. 

Severance Taxes. Many states impose severance taxes when 
certain natural resources, such as minerals, timber, and oils are 
removed from their soil. Such levies are, therefore, in the nature 
of taxes on gross sales or gross product, and are imposed under the 
police power of the state largely in the interest of conservation, 
although in a few instances, as in Texas and Oklahoma, substantial 
revenue has been received. They tend to discourage removal and 
exploitation until such products are ready for the market In 
most instances, severance taxes are imposed in lieu of the general 
property tax because of the latter’s tendency to promote wasteful 
exploitation of natural resources. A few states have taken the 
attitude that the removal of these natural resources is impoverish- 
ing the public patrimony of the state, and they have imposed 
certain “compensatory” levies in addition to the regular property 
and business taxes. But such double levy hardly seems just and 
equitable. To be fully equitable, the severance tax should be m 
place of, rather than in addition to, other taxes imposed on these 
natural resources. The severance tax is very fair and just because 
its collection can be made to coincide with the realization of the 
income, thus conforming to the canons of taxation. 

State Industries. Of late, governments have entered the in- 
dustrial field chiefly for two reasons, first, to secure additional 
income, and second, to regulate private enterprise This latter 
purpose has been the object of considerable expenditures. Federal, 
state, and local governments, especially the cities, have made 
heavy capital investments in the fields of all kinds of public and 
private enterprises. The dominant motive is service to the com- 
munity 

The extent to which governments may become interested 
in the ownership and operation of industrial enterprises will 
depend upon the social theory of the people respecting the func- 
tions of the state. If the background of the community is socialis- 
tic, then much service may be expected of government. Under 
such circumstances, state ownership of all processes of production 
may be expected to be developed on a large scale. On the other 
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hand, if the idea of individualism and pnvate property generally 
prevails, the people may insist on conducting most enterprises as 
private affairs Therefore, the extent of government ownership 
and operation will depend upon the social background of the 
people, or sometimes upon those in charge of the affairs of state. 

The general necessity for public ownership and operation may 
depend also upon certain practical conditions State or local units 
may be the only agencies that can furnish the individual with 
certain necessaries and conveniences of life. Again, the low state 
of individual initiative may thrust these obligations upon govern- 
ment. In years past, the pressure for internal improvements was 
great. This condition thrusts an added responsibility upon govern- 
ment. Without state aid, it is hardly possible that some of the 
railroads would have been built, at least as rapidly as they were. 
The United States Government finally completed the Panama 
canal after several private corporations and individuals and at 
least one European power had failed m the attempt. Certain 
western states have formed compacts, with the consent of Con- 
gress, to build and operate reclamation projects, which could only 
be accomplished by group action, or in cooperation with the 
federal government. 

State ownership and operation of certain industrial enterprises 
is sometimes considered necessary to prevent, or to regulate, 
monopoly. The French government manufactures and retails 
almost all tobacco products consumed within the country. Con- 
siderable public revenue is derived by the French government 
from this business. At one time or another, most European 
countries have controlled certain commodities, such as salt in 
Italy, matches in Hungary and Japan, and vodka in Russia 
Britain has nationalized coal mines, power production, transmis- 
sion of intelligence, and the Bank of England. Public ownership 
and operation of industry has not yet developed to any great 
extent in the United States The most outstanding example of 
federal enterprise is that of the Tennessee Valley Authority, which 
sells electric energy to individuals and corporations. Local units, 
chiefly cities, own and operate such utilities as water, electric, and 
gas plants. A few cities commercialize and derive considerable 
profit from the operation of abbatoirs, sewage disposal plants, and 
public markets. 

For the purpose of conservation of natural resources, govern- 
ment ownership and operation of mines, oil fields, and forests have 
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been developed. Considerable expenditures have been made for 
these purposes of conservation The first constructive attempt to 
conserve and replace the forests was during the Theodore Roose- 
velt administration when great areas m the West were nationalized 
At government expense, the science of forestry was practiced, a 
forest ranger system was organized, tree diseases were studied, 
and cutting and replanting were regulated. Forest conservation 
also meant the prevention of excessive soil erosion and floods, 
better distribution of rainfall, a more equitable climate, and a 
sanctuary for wild life. The federal government has recently 
provided out of public funds for emergency conservation work 
which is organized chiefly for the purpose of reforestation. Millions 
of acres were planted in trees by the CCC workers. 

While the exhaustion of American coal deposits seems to be 
in the indefinite future, yet, to prevent waste in mining, and also 
to handle certain labor problems, the federal government has 
established a coal commission in the Department of Interior. 
The Resettlement Administration was given the task of moving 
the surplus miners to other regions where they were able to find 
employment of some kind to support themselves. 

Perhaps the time when oil wells will cease to flow is not far in 
the future. Many very drastic measures are now being taken both 
by the federal and state governments to curtail output and to 
conserve the supply. Oklahoma has placed a restriction on the 
amount of oil that may be taken from any well over a specified 
period of time. A few years ago, a conference was called by the 
governors from all the oil-producing states in the Middle West, 
which resulted in establishing a quota system of production When 
the National Industrial Recovery Act was passed, the President 
was authonzed to prohibit transportation of petroleum and its 
products in interstate or foreign commerce, if produced or with- 
drawn from storage in excess of the maximum allowed under state 
restrictions This provision, however, was declared unconstitu- 
tional by the United States Supreme Court.^ By act of Congress, 
the Secretary of Interior has been given the authonty to promul- 
gate rules and regulations for the production and shipment of 
petroleum and its products in interstate commerce. 

Because of military and political strategy, it is often necessary 
that the government own and operate certain industries. The 

^Panama Refining Co. v. Ryan, 55 S Ct 241 (1935) 
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federal government made large expenditures for the development 
of the Muscle Shoals project as a source of nitrates in case of war 
Most European countries either have nationalized, or may m case 
of any emergency nationalize, coal and iron mines and manu- 
facturing establisWents within their borders. 

The public welfare also requires that the government own and 
control certain lines of industry. The public health demands that 
serums, anti-toxins and vaccines be made available at all times at 
low or no cost to those who need them, which may mean that the 
state should assume pnmary responsibility for the supply of these 
preventive drugs. State and city governments often operate 
abbatoirs, water works, markets, and sewage disposal plants be- 
cause of their bearing upon public health. The tendency at present 
is for governments more and more to enter the fields of private 
industry and to reduce certain plants to ownership and control in 
the interest of the public. 

Fiscal Motives of State Operation. The motives of the state 
in owning and operating industries may be financial profit or social 
benefit. The state may therefore operate a business and sell its 
goods and services under the following conditions: 

First, the state may attempt to secure the highest net return 
by charging for the commodity or service what the traffic will 
bear In this case, the state acts as a monopolist and fixes the 
supply of commodities at the point of maximum net return. Com- 
modities or services that are in the luxury class may come in this 
category. Here the dominant motive is maximum revenue; social 
benefit is more or less secondary. The tobacco industry of France 
and the sale of distilled liquor by the government of Russia are 
examples where they have been treated as monopolies and are 
operated in such manner as to yield the greatest net profit. 

Second, the state may not attempt to make a monopoly profit 
out of the operation of its public industries, at least certain of 
them. Under such conditions, the state acts as one of a group of 
competitors, and fixes the price of its commodities and services at 
unit cost of production. Only that commodity or service should 
therefore be chosen which falls into the general class of necessities 
with inelastic demand. Water is such a commodity. If the munici- 
pality operates the water plant, the rate is fixed at or near the 
unit cost of production. Water is one of the absolute necessities 
to life and therefore one of the commodities of relatively inelastic 
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demand. Because of this fact, it should be made available m un- 
limited quantities on as reasonable basis as possible. 

The third financial basis of state operation of public industry 
IS the charge of a fee to the consumer for services and products 
which is usually insufficient to cover unit costs of operation. The 
deficits, if such there be, are to be paid out of the proceeds from 
general taxation The primary purpose in such financial policy is 
public service One outstanding example of a publicly operated 
industry of this third class is the post office Except for a relatively 
few years since its operation, the post office has shown a deficit, 
which must always be covered annually by a special appropriation 
by Congress from general revenue. Such services as the wider 
dissemination of books and magazines and other literature of 
general educational value are of sufficient importance to warrant 
placing part of this expense upon the public. 

The fourth condition under which the state may own and oper- 
ate an industry involves the supply of the commodity or service 
free of charge to individuals with the entire expense of operation 
met from general taxation In such case, the prime concern is the 
general public interest, although the individuals may receive 
personal benefit Such services and commodities, as crematories, 
anti-toxins, serums, and vaccines may fall within this fourth class. 
They pertain primarily to health, safety and general public welfare, 
and it may be desirable that they be maintained at public expense 
The police power function has now developed to such extent that 
it has become an integral and indispensable part of government. 
In the future, it may expand into and incorporate new fields of 
service. 

In the last analysis, the people of the state decide what in- 
dustries shall be publicly owned and operated. Thus, the field of 
such activity has no permanent limits. If the community is 
socialistic, much service will be expected of the government. If it 
is individualistic, then the government may occupy a relatively 
inactive place in the lives of its people As a matter of fact, at 
present, state activities assume an intermediate position between 
these two extremes It is therefore not a question of determining 
in general whether state enterprise is desirable or undesirable. At 
any one time, it is rather a matter of devising a criterion by which 
it is possible to choose or judge between good and bad public 
operation. In the last analysis, the critenon for judgment between 
public and private operation is service to the community. The 
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real issue is whether the public is served best by private initiative 
and ownership, or by public ownership and operation. As yet, on 
this question, there is no clear answer. 

Government regulation of various phases of economic activity 
is usually' a rather costly undertaking. For example, during the 
fiscal year ended June 30, 1948, the Interstate Commerce Com- 
mission spent about 10.6 millions of dollars to supervise the opera- 
tion of the railroads; the Civil Service Commission spent about 
261 4 millions to qualify the personnel of the federal government. 
In so far as government expenditures and taxation are concerned, 
it IS therefore a matter of great importance to determine what 
industnes should be regulated and to what extent. 

Fines. A fine is an exaction by the government from an in- 
dividual as a penalty for some law violation. It bears no relation 
to ability to pay, but it is regulated entirely according to the 
gravity of the offense. A fine arises out of the exercise of the 
police power of the state. Its very nature precludes it from being 
used as an important source of revenue It is employed as a means 
of enforcing justice, or preserving peace, and of maintaining 
security of persons and property. 

In general, all income from fines is paid into the public treasury 
for the support of the courts. This income is merely a by-product 
of government administration. It is intended primarily to impress 
the offender with the necessity of law observance In times past, 
the fine system has been a source of much government corruption, 
especially when the enforcing officer was allowed to keep the 
proceeds of his exactions as his compensation for exercising the 
duties of his office. This evil is now in the process of being cor- 
rected since in most cases money from fines must be paid into the 
general treasury. Under this arrangement, policemen, sheriffs, 
and judges have been placed entirely on a salary. 

Fees. The state has been gradually expanding its activities 
into certain fields of service and requiring a payment for any 
special benefit conferred upon the individual. The individual is 
free to accept or not to accept the service, and for that reason the 
fee may be defined as a semi-compulsory levy for some benefit 
conferred by the state. The fee resembles a tax since both types of 
revenue must be levied only for the public good The fee is unlike 
a tax since it is only semi-compulsory, and always yields a special 
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benefit upon the individual who may elect to use the government 
service. 

The state makes wide use of fees Every litigant before he can 
bring a suit on a civil case must first arrange for court costs. A 
small sum is always charged for recording deeds and mortgages, 
for all kinds of licenses, and for the pnvilege of organizing a 
corporation. A fee is usually characterized by the fact that it does 
not cover the entire cost of the public service. For example, the 
amount collected by courts as “costs” pays only a small part of 
their total expenses. The departments which issue corporate 
charters and business licenses must be largely supported from 
general taxation. The fee is therefore primarily a service charge 
and is not intended to be a substantial source of revenue 

The purposes of the fee may vary from the exercise of police 
power to that of providing revenue for some special project or 
purpose. It is frequently used to protect the economic, physical 
and moral welfare of citizens by repressing certain undesirable 
social activities. In Illinois, all revenue derived from dog licenps 
IS put in a fund for compensating fanners for their sheep which 
have been killed by dogs and also to curb the harboring of such 
marauding animals In most states all funds derived from the 
sale of automobile licenses are used for the construction and 
maintenance of roads. As a rule, the fee is earmarked for some 
special purpose, and the proceeds are not paid into the common 
fund for general use. _ ..... 

The fee is used far more extensively in Europe than it is in this 
country. In England it is employed for the dual purpose of regula- 
tion and the securing of revenue. Charges are levied for granting 
all kinds of monopolistic privileges, licenses to hunt and fish, to 
regulate crafts and guilds, for the use of harbors, bridges, roads, 
lighthouses, markets and the courts. 

In France the fee is fixed at the point of the highest net return. 
Special charges are fixed on the operation of public utilities, private 
educational institutions, patents, hunting and liquor licenses, 
permission to erect signs along the highways, and the registration 
of legal papers. 

The fee was used rather widely in the colonies. In many cases, 
officials depended entirely upon the fee for their remuneration in 
office. At present, the federal government ch^ges a fee for such 
functions as granting of patents and copyrights, and for the 
services of consuls. To avoid political corruption and favoritism. 
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however, the public official is, in most instances, put on a salary. 
He is not permitted to retain fee collections as his remuneration 

Licenses. At times, it is very difficult, if not impossible, to 
distinguish completely between a fee and a license. However, in 
general, the license is a charge made by the government for the 
legal right or privilege of engaging in certain businesses or pro- 
fessions. The state exercises the police power to suppress or to 
regulate certain kinds of economic and social activity which 
directly affect the public interest. Pool rooms and billiard halls 
are usually licensed in order that the police may keep a better 
check on their activities. Doctors, dentists, lawyers, and, in most 
instances, teachers are licensed in order to insure that only those 
who are competent will be allowed to practice these professions 

The city of Louisville, Kentucky, passed an ordinance which 
imposed annual license fees for the privilege of engaging in any 
business, occupation, calling, profession or labor within the city 
and laid the tax on the percentage of monetary proceeds in the 
nature of earnings or profits. However, the court in sustaining 
the ordinance held that it was not an “income tax.”'^ 

In order to prevent fraud, and to protect the butter industry. 
Congress in 1886 passed a law requiring each manufacturer of 
oleomargarine to buy a license, and also imposed a tax of two 
cents a pound on all butter substitutes offered for sale in the United 
States. In 1912 Congress directed its attention toward the manu- 
facturer of matches made with white or yellow phosphorus, and 
levied a tax of two cents a hundred on their production. The 
purpose was to discourage, or to destroy, the use of this particular 
chemical in the manufacture of matches because of its deleterious 
effects upon workers. In 1914 a tax of $300 a pound was placed 
on all opium which was to be used for smoking. In 1934 Congress 
imposed a tax of $200 on each rifle and shotgun which had a barrel 
less than eighteen inches in length. The obvious purpose of these 
levies was not to raise revenue, but to discourage or to destroy 
the production and sale of certain undesirable commodities. 
Such imposts had better be regarded as administrative levies. 

“City of Louisville v Sebree, Ky , 214 S. W. 2nd 248 (1948). Also see 
Dole V. City of Philadelphia, 337 Pa 375 (1940) in which a similar measure 
was sustained as an income tax; although in Carter Carburetor Corp. v. City 
of St. Louis (360 Mo. 646 (1948), a somewhat similar ordinance in the City 
of St. Louis was regarded as a species of income or excise tax not within the 
charter powers of the City. 
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Poll and Capitation Taxes. These taxes are imposed entirely 
upon the individual, and are usually grouped among the adminis- 
trative revenues. These forms of state income are rapidly dis- 
appearing from the category of levies by the government, and 
therefore are not of much significance at present. 

Under the Constitution of the United States, the federal 
government cannot levy poll or capitation taxes unless they are 
apportioned among the states on the basis of population. Article I, 
paragraph 9 of the federal Constitution states, “No capitation or 
other direct taxes shall be laid, unless in proportion to the census 
or enumeration hereinbefore directed to be taken.” This Consti- 
tutional provision limits the imposition of poll or capitation taxes 
by states and local governments only in regard to assessment in 
accordance with “equal protection of the laws” without unjust 
discrimination.^ Not much in the way of litigation has ever risen 
before the courts in regard to the levy and collection of poll and 
capitation taxes, but when they are used consistent with the 
above Constitutional provisions they have generally been upheld.^ 

Poll and capitation taxes have had a long and not particularly 
enviable history. They can easily be traced back at least to early 
Greek and Roman times when polls of the population were taken 
by the ruler from time to time, and flat tax levies were imposed 
upon each caput or head. Poll and capitation taxes early came to 
mean one and the same thing, and are generally so regarded at 
present Their uses seem to have been largely as a supplement to 
property taxes. They were founded chiefly on the idea that every- 
one should be required to contribute something to the support of 
his government. This flat rate on the individual soon graduated 
itself into a tax on incomes. In fact, Adam Smith, in his Wealth of 
Nations, discusses the income tax under the title “capitation 
taxes.” 

England used the poll tax extensively between 1377 and 1698, 
when it was abolished France adopted capitation levies in 1695, 
but discontinued their use entirely just before the Revolution 
in 1789. Shortly after 1800, the Italian and German states and 
Russia used more or less complicated systems of capitation taxes, 
only to abandon their use entirely before the end of the century. 
In most instances, these early poll and capitation taxes were 

*37 CyC 766. 

‘See Nance v. Howard, 1 111. 242 (1828), Short v. State, 80 Md. 392 
(1895); People v. Ames, 24 Colo. 422 (1897), Sawyer v. Alton, 4 111. 127 
(1840), State v. Ide, 35 Wash. 576 (1904). 
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assessed in connection with income and property taxes. They were 
sometimes graduated and classified according to social classes, so 
that they were often called “class taxes,” and were frequently 
regarded and used as a mark of servility 

In this country, poll taxes were very popular among the 
Colonies due largely to the fact that the early settlers from England 
were quite familiar with their use. In almost every instance, the 
poll tax was used as a complement of the property tax. In most 
cases, as in Massachusetts about 1646, the person of the adult 
male was given a conventional value in money which was added 
to the total value or amount of his general property and income, 
and all were taxed at the same rate at the same time. In such 
instance, the physical body of the adult male was regarded simply 
as another part of the general property for taxation purposes. 

The Southern colonies also used the poll tax, but it never be- 
came popular; m fact, it was one of the causes of Bacon’s Rebellion 
in 1676. Due largely to its inequity and regressivity, the poor 
classes of people disliked the poll tax, as did the Southern planters 
who were compelled to pay such head levies on their slaves. 

As late as 1910, the poll tax existed in some form in practically 
every state in the Union ® At present (1949), its use is being rapidly 
discontinued. A few states, as Maryland, Ohio, Utah and Oregon, 
have provisions in their constitutions against the imposition of 
poll taxes. Other states have dropped its use principally by 
statutory enactment from among the sources of their income, 
while a few states still retain it on their statute books but make 
no attempt to collect it. Until a few years ago, every able-bodied 
adult male was required to “work out” his poll tax by helping to 
build and repair the roads for a specified number of days each 
year. Wherever it is now collected, it is generally commuted in 
cash. The poll tax rate ranges from 25 cents to $12.00 a year, with 
from $1.00 to $5.00 a year being the most common.^ Its rate is 
usually uniform for all taxpayers; however, there have been 
attempts to grade it accordmg to the occupation or social position 
of the taxed persons and therefore make it progressive. Exemp- 
tions have been made for students, ministers, paupers, criminals, 
insane, war veterans, and sometimes for males after they have 
attained the age of 65. It is imposed by local governments, the 

®Plehn, C C , Introduction to Public Finance, 1921, p 220. 

^The Tax Research Foundation, Tax Systems (9th ed , Commerce Clear- 
ing House, Inc., 1942), pp 305-310. 
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county, city and town, school and road districts. It has never 
been imposed by the federal government. It is usually imposed 
on males between the ages of 21 and 65, although females are 
sometimes included, as m Wyoming. The proceeds of the poll tax 
usually go into the general treasury of the collecting unit, although 
they are sometimes “earmarked” for special purposes 

The revenue yield of the poll tax is not considerable; most 
states derive no income whatever from this source. In 1942 the 
total yield of the poll tax in the United States was $18,458,000.® 
Aside from being a very poor revenue producer, the poll tax is 
very expensive to administrate. In a few states, it has been 
collected at the source from employers, but the poll tax should 
not be regarded as just another tax on wages; it is a tax on the 
physical person of the individual. Pajmient of this tax is some- 
times made a condition to the right to vote, or to obtain an auto- 
mobile license If the individual does not care enough for the 
exercise of these special privileges, he may not pay the tax, thus 
avoiding its imposition; otherwise the incidence of the tax is 
almost entirely on the taxpayer It does not involve the sale of 
goods or services, and, therefore, it cannot reappear in the price 
It is not heavy enough to affect the supply of labor, either presently 
or in the future, and therefore, it cannot be shifted through the 
wage cycle. It is clearly a non-shiftable tax The poll tax is not 
levied according to ability to pay. It is regressive in that it is a 
fixed sum levied upon the taxpayer regardless of his income or 
worldly possessions, which accounts in part for its great unpopu- 
larity. It has no legitimate place in the tax category of any grade 
of government, whether as a source of revenue or as an instrument 
of economic or political control, and, therefore, should be generally 
discontinued. The poll tax has become the subject of heated 
political debate in Congress on several different occasions because, 
as it is used in a few of the southern states, it seems to prevent 
certain people, chiefly the negro, from voting in national and state 
elections. An anti-poll tax bill was introduced in Congress dunng 
the early part of the eightieth session declaring it illegal for any 
state to make the right to vote on federal elections subject to the 
payment of a poll tax. The matter was dropped, at least tempo- 
rarily. The solution will probably be for the states thus using the 
poll tax to repeal it. 


8lbid , Table 1, p 7 
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Special Assessments. A special assessment may be defined as 
any administrative levy which is imposed against property to 
defray the cost of a public improvement Theoretically, it is in 
proportion to, but never in excess of, the resulting benefit that 
accrues to property which is subject to the levy It therefore 
involves a special valuation only when it is necessary to determine 
an increment which attaches to private property as a result of 
some public improvement. 

The special assessment has been used extensively in the United 
States in the financing of all forms of local public improvements. 
It has become even more popular today than it was at any time 
in the past. Such levies have been made in England and on the 
continent, but they have never been used or developed to the 
same extent as in the United States 

Financing of public improvement projects by means of special 
assessments is particularly adapted to new and rapidly developing 
communities. Even in the United States, this form of revenue is 
used in the newer districts more extensively than in the older 
With few exceptions, the special assessment is used to finance the 
first or original cost of public improvements; less frequently does 
it involve reconstruction and repairs. The reason for this- special 
application is that in a new and rapidly developing community 
there is such pressure for funds for the ordinary functions of 
government that there is little or nothing left for public improve- 
ments. Obviously, it is impossible to build streets, boulevards 
and other public projects at the same time throughout the city, 
and it is very difficult to determine which improvement shall 
have the preference. 

The special assessment seems to have originated in rather 
natural conditions. In the early colonial city, the problem of 
providing public improvements was much greater than at present 
because no system had yet developed whereby governments 
could make levies on adjoining property according to benefit. 
Where specific groups of citizens desired a particular public 
improvement, for which the general funds were inadequate, they 
often did the work themselves at their own expense. It was 
logical that, under such circumstances, only that property which 
received a benefit should be assessed. Such undertaking was 

^Briscoe v Rudolph, 221 U.S. 547 (1911). 
ion (1898), Arnd v. Union Pac R Co, 
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entirely private; only owners who were affected were asked to 
make contributions. 

But as cities grew, special improveipent projects became less 
private and more public in their nature, and hence were more 
generally financed by the government out of general revenue 
The question of inadequate funds was still present, and the idea 
of assessing adjoining property according to benefit was developed 
for the construction of these special improvements. At present, 
especially m the larger cities, like New York City and Chicago, 
the amount of public income derived from special assessments 
ranks along with the most productive forms of taxation — the 
amount received in some cases actually standing second only to 
that obtained from the levies on general property. 

While in the country as a whole the use of the special assess- 
ment has developed a variety or practices, there are certain prob- 
lems which constantly recur. Everywhere, cities have attempted to 
eliminate, or to correct, the deficiencies by statute as well as by 
constitutional provisions This legal setup has led to some rather 
queer conditions. In many cases, these statutes and constitutional 
measures have not been followed to the letter by public officials 
with the result that property owners who feel that they have 
been assessed unfairly, instead of trying to evade payment because 
the benefit is not commensurate with the cost of improvement, 
attack the procedure of enforcing the laws 

Taxpayers have continually raised legal questions concerning 
definite charter requirements for notifications, or for hearings; the 
measure of benefit or detriment to adjoining property is always a 
subject of litigation, so that an almost endless number of suits 
must be carried through the courts This litigation has caused 
such great delay and annoyance whenever the special assessment 
has been used as to raise some doubt in regard to its future practi- 
cability. 

Special assessments have been used for the opening, laying out, 
grading, paving and repaving, planking, and curbing of streets; 
for sprinkling, and for illumination, and even for ornamenting 
streets with shade trees; for constructing drains, sewers, levees, 
and embankments, for laying wore conduits and water pipes; for 
bettering waterways and dredging nvers and harbors; for laying 
out and developing public parks, playgrounds, squares, drives, 
and boulevards. 
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With the growing use of special assessments for original con- 
struction arises the desire to apply these new sources of revenue 
also for repairs and replacements. Tax experts have differed as to 
the advisability of such broad use of the funds which are derived 
from special assessments, although the prevailing view is that 
they should be used only for original construction. 

In the state of New York, the general rule is that after property 
has been assessed for the construction of improvements, all future 
maintenance and repairs should be financed out of general taxa- 
tion. Those who hold to the other point of view contend that 
maintenance and repair, such as streets need from time to time, 
involve just as distinct and traceable benefit as the original con- 
struction. In support of this contention, it is only necessary to 
point to the effect on the sale value of adjoining property which 
streets have when they are badly in need of repair. 

The courts likewise have held conflicting views in regard to the 
uses of special assessments. In some cases, it has been held that 
special assessments may be used for both original construction 
and repairs and replacements, while in other instances such privi- 
lege has been limited entirely to original construction. The Vroo- 
man Act of California, for example, was amended in 1915 to 
permit the use of special assessments for other purposes m addition 
to original construction; and, in a test case, the courts upheld the 
legality of this law. On the other hand, the Pennsylvania courts 
held in two cases that no paving assessments could be levied on 
streets which had previously been improved, even though such 
repairs involved “tumpiking,” or the application of crushed stone. 
These holdings of the Pennsylvania courts seem to represent an 
extreme view, and are not widely followed. 

Scarcely second to that of streets and sidewalks, the special 
assessment has been used extensively in the past to meet the first 
cost of sewer construction. There is a growing tendency at present, 
however, to regard the sewer, because of its importance to health, 
as a special benefit to the entire city; and therefore its construction 
and maintenance should be supported out of general taxation only. 

In most cases today the sewer costs are partly assessed against 
adjoining property according to special benefit; the remainder is 
paid out of the proceeds from general taxation. In many cases a 
poor district cannot afford a sewer, or even contribute any sub- 
stantial sum toward its construction and maintenance, and yet the 
health of the entire city may suffer greatly if it is not constructed. 
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Since such public conveniences as sewers have such wide and 
diversified benefit to the community, it may be that a flat rate 
on all property throughout the city will be found more equitable 
for its original construction than an attempt to raise the funds by 
means of a special assessment, according to benefit received. In 
many cases, the special assessment is merely a convenient method 
of raising money, and, as will be explained later, the benefit to 
adjoining property, which is alleged to arise out of the public 
improvement, either defies an approximate estimate, or it is so 
general that the entire community should be required to con- 
tnbute. 

The question may now be rightfully raised : What valid reasons 
can be given why the special assessment should he used at all? 
In the first place, it is used under certain conditions because of its 
equitableness Certain public improvement projects confer such 
a special benefit upon adjoining property that such owners should 
either be required to pay the entire cost of the construction, or a 
substantial part of it Under such conditions, it would be unjust 
and inequitable to finance such improvements from general tax 
funds, and thereby shift the burden to those who receive none of 
the benefit. In the second place, the special assessment may be 
used when it is necessary to evade tax and debt limitations. Many 
states and municipalities enact laws which place an upper limit 
on the amount of money that may be raised by means of taxation 
or by issue of securities, and additional funds can be raised only 
by special vote of the taxpayers. The thu-d reason why a special 
assessment may be useful is to catch property which is otherwise 
tax exempt. Ordinarily, such private institutions as churches and 
hospitals are tax exempt; but since these properties may also 
benefit from certain public improvements they may be expected 
to make contributions In the United States, the special assess- 
ment has played an important part m financing various kinds of 
public improvements, and it may be expected to continue this role 
for some time to come. Perhaps the reason it has developed so 
extensively is that the pressing need of local improvements has 
placed a greater burden on the ordinary forms of taxation than 
they could bear. It is safe to predict, however, that, as this 
country becomes better developed, as is the case in Europe, t e 
special assessment may be less used, and that all original coste, 
as well as replacements and repairs on public improvements, will 
be financed out of general tax funds. 
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Aside from those already mentioned, the special assessment 
presents great problems m its use and administration. First, the 
area which is to be included must be mapped exactly. Second, the 
amount of benefit which accrues to each piece of property must be 
ascertained so as to furnish a basis for the distribution of the 
burden among taxpayers. 

In the case of every special assessment, a traceable benefit 
must be shown to adjoining property, or otherwise the levy might 
be enjoinable in the courts. As a rule, this benefit has not been 
difficult to establish, at least in theory, to the satisfaction of the 
court. But the apportionment of the benefit among the various 
taxpayers always presents a great problem. Various rules of 
apportionment have been devised, but the one laid down by a 
Massachusetts court is complete and practicable; it is as follows: 
“The rules by which the amount of benefit conferred upon land 
by public improvement is to be ascertained, when that question 
arises as a matter of fact, are the same as those by which land 
values are determined m any other connection. The inquiry is, 
how much has the particular improvement added to the fair 
market value of the property as between a willing seller and a 
willing buyer with reference to all the uses to which it is reasonably 
adapted and for which it is plainly available, prospective as well 
as present by strangers as well as by the owners? Chances and 
probabilities of future use, as sufficiently near in time and definite 
in kind to be of practical importance, enter into present market 
value, and so far as they enhance or dimmish it, are to be given 
full weight. But where they are so remote as to rest chiefly m the 
imagination, and do not in fact influence the price which customers 
would be willing to pay in a present sale, they cannot be the basis 
of a determination of benefit or value.” 

In determining the exact benefit which accrues to a particular 
piece of property the following items of information are particu- 
larly important: 

First, the present value of each piece of property that lies 
within the assessed district must he fixed and ascertained. 
This fact IS usually determined by an appraisal by a group of 
real estate experts. 

Second, the enhancement of value to this land which will 
likely result from the construction of the proposed project 
must be estimated. This fact is a little difficult to determine 
because the appraisers are thinking in terms of future values, 
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and only their judgments, based upon such other actual ex- 
periences as are available, serve as their guides. 

Third, the appraisers must estimate the extent to which 
the effect of this improvement has already been discounted. 

Fourth, all data in regard to the character and value of 
private improvements, such as the construction and repair of 
buildings which have been added by the owner, must be ascer- 
tained. 

The obvious ultimate purpose of this plan is to determine the 
net benefit which the public improvement may have conferred 
upon each piece of property within the affected district. Costs of 
public improvement will then be apportioned among the various 
taxpayers on the basis of the net benefit which each is expected 
to receive. The general theory is that this net increase in value 
to the adjoining property is not the result of the efforts of the 
owner, but of the acts of government, and therefore the latter 
should receive it, at least in part 

It IS necessary to map the district so as to show the exact area 
affected. If the property within the area is homogeneous, the 
problem of benefit determination may be greatly simplified But 
if it is a district which contains, for example, stores, filling stations, 
apartment buildings, and private residences, many difficulties 
immediately arise, which may only be settled finally in the courts 
In many cases, the benefit may not be immediate but deferred, 
as where a district is slowly being changed from residential to 
apartment or business. In such instances, the benefits or detri- 
ments from public improvements to such types of property are so 
inchoate and theoretical that even an approximate estimate may 
not be possible 

In a few instances, the benefited area is naturally determined, 
as for example, flood and drainage districts. Farmers often band 
together to construct artificial drainage ditches or canals to convey 
surplus surface waters The cost of such a project is usually allo- 
cated among adjoining property owners on other bases than benefit 
received It may be apportioned according to relative land area, 
or assessed valuation. In some cases, these methods are found to 
be equitable, as the farmers’ drainage canal just mentioned, and 
in certain other instances they would be unjust. If only adjoining 
property, in case of a street improvement, were to be assessed, 
relative surface areas or market valuations might be used to an 
advantage. But when property situated at varying distances from 
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the improvement is to be included, some other basis for allocation 
of costs among owners will necessarily have to be used 

When only adjoining property is to be assessed, sometimes 
front footage may be used as a basis for distnbutmg costs. But the 
lots or strips of land must, in such case, be of equal depth and of 
fairly uniform value or the rule of equity will be violated. This 
problem particularly becomes acute in case of comer lots, or lots 
that are irregular in shape or of varying depths. 

In most cities, no rules are used for assessing, or comparing, 
the value of lots of varies shapes, sizes, and descntpions. Even 
though an assessor may know the value of certain lots on a given 
street, he is often at a loss when he is expected to place a compara- 
tive value on adjoining lots of different depths and shapes. When 
it is considered that m the average city the business section 
especially is cut up into small and oddly shaped parcels, the need 
of some rules or suggestions to assessors on the assessment of front 
footage is apparent. 

There are several methods now in use for the measurement of 
the value of various depths of lots. The most elementary of these 
IS the 4-3-2-1 rule, according to which the first 25 feet of a 100-foot 
lot are worth 40 per cent of the whole; the second 25 feet, 30 per 
cent, making the first half 70 per cent of the entire value. The 
third 25 feet are considered as being worth 20 per cent of the whole, 
making the first 75 feet worth 90 per cent of the whole; and the 
last 25 feet 10 per cent of the entire lot. Other rules for measure- 
ment of the front foot values are the Hoffman-Neill, Lindsay- 
Bernard, Milwaukee, Newark, and Somers rules 

At present, the Hoffman-Neill rule is used by assessors of 
New York City. This rule originated some fifty years ago; it gives 
the front half of a lot two-thirds of the entire value. A few years 
later elaborate tables based on this rule were published. These 
tables are nothing more than a careful calculation of the propor- 
tion of the entire value for each foot back from the street 

In New York City, the Lewis Paving Plan is used for street 
construction. The plan is based upon the width of the street; 
the percentage of costs which are allocated to adjacent property 
is determined as follows: If the street is 60 feet wide, or less, then 
100 per cent is paid by adjacent property; if 70 feet, 89 3 per cent; 
if 80 feet, 81.25 per cent; if 90 feet, 75 per cent; if 100 feet, 70 per 
cent; if 120 feet, 62 5 per cent; if 140 feet, 57.1 per cent; if 150 feet, 
63.3 per cent, while if the street is 200 feet wide, then only 40 per 
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cent of its cost will be thrown on the adjoining property. The 
balance of the cost in each case is paid from general tax funds 

Methods of Financing Special Assessments. Some six methods 
are in use for financing special assessments Some are useful, 
others are not. The first plan is collection in advance. In this case, 
all money for financing a proj'ect is collected before construction 
begins. The chief disadvantages are that this method may throw 
an excessive burden on taxpayers; it may also tie up unused funds 
for a period of time, and remove them from production channels. 
It necessitates making complete estimates and plans of construc- 
tion in advance; this may seriously embarrass the whole project in 
case subsequent changes become necessary. It is needless to say 
that this method of collection in advance can be applied only 
when the proposed public improvement is relatively simple and 
of small proportions. 

The second plan is payment by installments. The chief objec- 
tion to this financial arrangement is that it may lead to waste of 
funds and excessive costs. No one knows in advance what the 
total cost of a proposed public improvement will be, or when it 
will be completed. This plan introduces a kind of continuous 
program of public construction; its use is not to be recommended. 

The third plan is collection from the adjoining property owners 
after the improvement is completed. This is advantageous in that 
the exact cost of the project is known before payments are made, 
but it throws an added burden on the contractor. He is forced to 
furnish his own capital for current expenses; he usually does this 
by borrowing at a local bank The city may also use tax warrants 
to raise funds for current expenses These warrants are merely 
promises to pay out of particular future tax receipts, and they are 
usually non-negotiable and pass at a discount. The tax warrant 
plan of financing is not one especially to be recommended. 

The fourth plan uses a revolving fimd. The city, either by 
means of general taxation or bond issues, or both, creates this fund 
which is lent first to one district and then to another for the 
purpose of constructing streets, sewers, etc. The district agrees 
to reimburse the city at some stipulated future time; the money is 
then raised by a special assessment. This plan is quite widely 
used; it has many very obvious advantages. 

The most widely used plan, and the one which is most highly 
recommended, is the individual project method. It is sometimes 
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known as the temporai’y financing plan, because it involves the 
issuance of short-time notes from time to time as the project 
proceeds. These notes are later consolidated into long-term bonds 
which become part of the public debt. The advantages of this 
temporary financing plan are: First, it gives the city an oppor- 
tunity to choose the most favorable time for entering the long-time 
bond market. Second, it permits a considerable saving in interest 
charges during the period of construction. Third, and finally, 
under this plan there need never be an over-issue of long-term 
bonds. 

This individual project plan of temporary financing is probably 
the most widely used method of raising funds, especially where the 
outlay may be expected to be large and continuous over a long 
period of time. 

Sometimes a sinking fund plan is used, but many objections 
may be made against its use. Somehow the fund must be created, 
thereby withdrawing capital from production; when it is accumu- 
lated it is always a temptation to a legislature to use it for other, 
and possibly, wasteful purposes. Except for very special purposes, 
a sinking fund is not to be recommended. 

Excess Condemnation. Excess condemnation arises out of the 
power of eminent domain of the state to condemn land for public 
use. Its use is usually incidental to and arises out of the levy of 
special assessments on land for public improvements. One eminent 
authority on this subject defines excess condemnation as “the 
policy, on the part of the state or city, of taking by right of eminent 
domain more property than is actually necessary for the creation 
of a public improvement and of subsequently selling or leasing 
this surplus.’’*! Because of the Fifth and Fourteenth Amendments 
to the Constitution of the United States the federal, state and 
local governments would be required to pay reasonable compensa- 
tion for any excess condemnation as in any other condemnation 
proceeding; but to be constitutional the public interest would 
have to be involved under the inherent power of eminent domain. 

Excess condemnation may be employed for any one of several 
purposes. First, a government in the condemnation of property 
for public improvements might also take odd pieces or remnants 
of realty not necessary to the improvement but of little or no 

iiCushman, R E., Excess Condemnation^ 1917, p 2 



Ch 26] 


Administrative and Non-Tax Re%’bnues 


697 


value apart from it Such instances might occur in street widening 
or laying out of streets in new additions where odd corners or 
pieces of lots are left Second, it may be advisable to condemn a 
larger area than is actually needed to ensure aesthetic surround- 
ings for public buildings, parks, and boulevards. Third, the 
location of schools and cantonments, for example, may require the 
inclusion of adjacent areas of land so that the government may 
be able the better to control the operation of certain more or less 
objectionable institutions in the immediate vicinity. Fourth, 
sometimes the government condemns a larger area than is needed 
for the particular public improvement in order that the excess 
may be sold to take advantage of the unearned increment before 
it gets into the hands of individual speculators. 

Since all these purposes are in the interest of the public they 
have generally been sustained by the courts. The federal govern- 
ment has in many cases condemned land in excess of that which 
was necessary for the immediate project, such as in the construc- 
tion of drainage ditches, canals, dam sites, military fortifications 
and cantonments Some thirteen states have inserted the right 
of excess condemnation m their constitutions,'^ which right has 
been extended by statute to their sub-political divisions, especially 
to the cities. While excess condemnation has never been too 
popular in this country, and therefore employed only to a limited 
extent, it has been rather widely used in European countries, 
especially in England. 

Summary. Almost all grades of government secure revenue 
from sources other than taxation, such as from the ownership and 
management of public domam; operation of public industries, 
levies on such extractive industnes as forests, mines and. oil wells; 
administrative revenues from fees, fines, licenses; special assess- 
ments; and excess condemnation. Escheats, gifts and coinage 
have never been important sources of income to any government 
in the United States. 

In general, modern governments have transferred by one mea,ns 
or another about all their public domam into private hands, retain- 
ing chiefly that part which is necessary for conservation of natural 
resources. Operation of industrial establishments by any govern- 
ment m the United States for profit has never become important. 


i^California, Connecticut, minois, f 

New Jersey, New York, Ohio, Oregon, Rhode Island, Virginia and Wiseonsi 
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All grades of government use fines, fees and licenses as means of 
checking law violation, charges to the people for public service, 
and for the purpose of legalizing certain trades or professions in 
the public interest. 

The taxation of natural resources is an administrative problem 
and is largely for the purpose of conservation and for the regulation 
of their exploitation Forests are reproducible and may be operated 
profitably by the state on a large scale. Mines and oil wells are 
non-reproducible, and sooner or later operate under the law of 
increasing cost and decreasing return. It is for these reasons that 
forests on the one hand and mines and oil wells on the other 
should be classified differently for taxation purposes. 

The special assessment has been used extensively by the states 
and local governments, especially by the latter. Its use arises 
under the power of eminent domain, and may be used by any 
sovereign government or granted to its political subdivision under 
proper constitutional and legislative authority. Excess con- 
demnation falls into this same category. Special assessment is 
used to help finance the first cost of a public improvement to 
realty. The adjoining property owners may be assessed according 
to benefit received, but never in excess of it. There are many 
methods of financing special assessments, but the usual method is 
the individual project plan In such case, short-time notes are 
issued and are later consolidated into long-time bonds. 

TEXT QUESTIONS 

1. What has been the experience of governments, especially that 
of the federal government since 1789, in regard to public domain 
as sources of revenue? 

2. Why should a government dispose of its public domain’ Why 
should it retain it? How has the federal government disposed of 
its public domain? 

3. What are the chief problems in the taxation of natural resources’ 

4. Why should the taxation of forests be treated differently from 
that of the extractive industries’ 

5. Can you distinguish the tax imposed on natural resources to 
control their exploitation from that when imposed for revenue 
purposes’ 

6. Does the fact that extractive industries operate under con- 
ditions of increasing cost-decreasing return basis have any bearing 
on their tax policy’ 

7. What are severance taxes? Does the federal government assess 
severance taxes? 
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8. Compare and contrast state owned and state operated industries 
in this country with those in Europe 

9 In this country, what are the principal reasons why governments 
own and operate certain industries*^ 

10. What are the chief fiscal motives of state operation of industries*^ 

11. What restrictions have been imposed, other than through the 
power of taxation, to regulate exploitation of natural resources? 
Were they constitutional? 

12. Define and distinguish fines, fees and licenses. Under what power 
does the state impose such levies? 

13. What IS the history of the use of fees in the colonies*^ At present? 
In Europe*? 

14 What has been the experience of governments in the use of the 
capitation and poll taxes? 

15. What is the present fiscal importance of the poll tax? Its social 
and political significance? Its legality and constitutionality? 

16. What IS a special assessment? What is the one factor that must 
be present to make the special assessment constitutionally 
possible*? 

17. According to the Massachusetts Court, what are the rules that 
must be taken into consideration in determining the amount of 
benefit? 

18. To what extent is unearned increment taken into consideration 
in the determination of special assessments? 

19. Can special assessments be used for purposes other than original 
capital cost, such as maintenance and upkeep*? 

20. What are the principal methods of financing special assessments^ 
Which is most commonly used and why? 

21. How do cities assess lots for taxation purposes? 

22. What IS excess condemnation*? Upon what constitutional basis 
IS such levy assessed*? What are the chief reasons for imposing 
excess condemnation*? 

23. Do the states and federal government ever impose special assess- 
ments and excess condemnation*? Does each operate under the 
same constitutional power*? 


RESEARCH PROBLEMS 

1 Make a study of one or more special assessment projects in your 
* city or immediate community. Note especially such procedures 
as mapping of the district; determination of special ben^etits; 
condemnation proceedings where and if brought in court; hand- 
ling of increments and decrements; methods of financing the 

2. To what extent does your state possess a public domain? 

did your state acquire its public domain*? What use has it made 
of it? How has it disposed of it*? Do you have any land-grant 
educational institutions in your state*? 
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3. Make a study of your state laws respecting the taxation of 
forests, mines and oil wells, and other natural extractive resources. 
Does the purpose of such taxation seem to be in the interest of 
conservation or for revenue‘s What is your criticism of such 
system of taxation‘s 

4. Do you have a severance tax in your state's Make a complete 
study of its imposition. 

5- Do you have a poll or capitation tax in your state? If you have, 
what of its yield's Does it have other purposes besides revenue's 

6. Visit the assessor’s office of your city and make a study of the 
methods used to evaluate lots of odd-shape for taxation purposes. 
What other rules also used for the evaluation of lots within the 
block as well as on the corner's 

7. Is there in use in your state or local government a circulating 
fund which may be loaned to first one district and then to another's 
If there is such fund, how was it created's How is the money 
raised by the borrowing district to make repayment? 
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CHAPTER 27 

CONSUMPTION TAXES 

Sales taxes, certain taxes on selected commodities and services, 
excises, and customs duties are usually classified as consumption 
taxes. The expression sumptuary taxes is occasionally used in 
connection with some of these taxes, but this term should be 
applied only to such taxes as are primarily intended to penalize 
the consumption of certain articles. 

Customs duties are imposed upon foreign goods at the border 
as they enter a country. In general, such levies are shifted on to 
the consumer in higher prices and therefore represent another 
phase of taxes on consumption. The Constitution permits the 
federal government to levy duties on imports but not on exports. 
The constitutional power of the federal government to levy on 
imports is unlimited and exclusive, except that the Constitution 
permits Congress to authorize a state to levy on imports for the 
purpose of paying costs of inspection at ports of entry. As to 
excises and taxes on sales of goods and services within the country, 
the power among all grades of government in the United States 
is concurrent. In fact, this power may be too concurrent in the 
sense that the federal, state, and local governments may levy on 
the same goods and services at the same time, thereby greatly 
pyramiding the tax on the consumer. The shifting, incidence, 
and pressure effects of these taxes are therefore of the greatest 
importance. The general economic and legal nature of each of 
these taxes will be considered in this chapter. 

General Aspects. Rather imperfect and often conventional 
distinctions are sometimes drawn both by the legislatures and by 
the courts between different consumption taxes. In a sense, each 
of these taxes is a levy on property and on business and could very 
well have been discussed under these general heads. In general, 
when the tax is made to fall on the value in possession or on mere 
ownership of property, it is held to be a property tax,^ and hence 
direct. When the tax is made to fall on the privilege of using, 
producing, or transferring property or service it is said to be 
indirect. Therefore a rather fine distinction is sometimes made 

'Pollock V. Farmers Loan and Trust Co., 158 U. S. 601 (1895). 
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between taxation of value in possession or ownership of property 
and taxation of the privilege of using, producing, or transferring 
property. These distinctions usually arise in the United States 
out of constitutional questions. When the tax is made to fall on 
the value of possession or mere ownership of property, and is 
therefore direct, it must be apportioned among the states accord- 
ing to population when levied by the federal government. When 
it falls on the privilege of using, producing, or transferring prop- 
erty or services, and is therefore indirect, it need only be uniform 
throughout the United States when levied by the federal govern- 
ment. The various states are not affected by these constitutional 
provisions, although they must comply with the rule of uniformity, 
equality, and reasonableness. 

The term transfer as here used designates that passing of title 
or use of a commodity or service, by contract of sale or privilege, 
from one person to another, for a sufficient consideration. The 
term transfer in case of excises is therefore to be distinguished 
from its use in the levy of estate, inheritance, and gift taxes in the 
case of descent of decedent estates. However, in both cases the 
taxes are usually regarded as indirect. 

Excises in General. An excise tax is an indirect tax; it is a tax 
on production, transfer, or use of specific property.^ Excise tax 
rates may be made, and frequently are, progressive and graduated 
by brackets, both by the federal government and by the state and 
local units. The term excise is also restricted to inland imposition 
on property as distinguished from import duties. While the term 
excise has been used in practice to exclude estate and gift taxes, 
the latter have been held by the courts to be true excises^ because 
the tax is made to fall on the transfer of the property. 

The history of excises in this country goes back to early 
colonial times, and such forms of income were adopted by the 
federal government immediately upon its organization in 1789. 
The liquor taxes were the chief cause of the Whiskey Rebellion 
of 1794. The whiskey excise tax was discontinued after the war 
of 1812 and was not resumed until around the beginning of the 
Civil War. To supply additional revenue. Congress in 1862 
imposed a specific excise tax of two dollars a gallon on the produc- 

2See Patton v. Brody, 184 U.S. 608 (1902), and Bromley v. McCaughn 
280 U.S. 124 (1929). 

“New York Trust Co. v. Eisner, 256 U S. 345 (1921). 
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tion of whiskey. This tax was the chief cause of the famous 
whiskey pool and later the whiskey trust of 1887. 

World Wars I and II and the great depression of 1929-1939 
greatly expanded the use of excises, especially by the federal 
government. In 1933 came the processing taxes on such basic 
commodities as cotton, com, hogs, rice and wheat, only to be 
held invalid by the United States Supreme Court in 1936 as 
beyond the power of Congress to regulate agriculture.^ To recover 
the amounts passed on to the wholesalers and retailers by the 
processors in anticipation of the processing tax. Congress, in 1936, 
imposed the “Tax on Unjust Enrichment,” popularly called the 
“Windfall Tax.” The rate was an ad valorem 80 per cent. A tax 
was also imposed on the domestic processing of certain oils, 
including coconut, sesame, and palm oil, at the specific rate of 
three cents a pound, with an additional two cents a pound on 
coconut oil. This processing tax was sustained by the Supreme 
Court as a revenue measure as being within the power of Con- 
gress.® These oil-processing taxes are still in effect but at some- 
what different rates. 

While the severance tax is used chiefly by the states, yet such 
an excise tax is not unknown to the federal law. A severance tax 
is an excise on raw materials severed from the earth. The federal 
excise tax on crude petroleum, enacted for regulatory purposes 
in connection with the NIRA, but repealed on July 1, 1938, is 
illustrative of this class of levy; also the excise tax on bituminous 
coal of one cent per ton, plus 19 M per cent of the sales price at 
the mine, imposed under the Bituminous Coal Act of 1937 for 
the purpose of regulating the coal industry. This act was repealed 
and expired in 1941. These two acts constitute about the only 
attempts by the federal government to impose severance taxes. 

The depression of 1929 to 1939 was primarily responsible for 
the levy of a group of miscellaneous commodity and service 
excises, sometimes called the facilities taxes. These consisted of 
taxes on safe deposit boxes, transportation of oil by pipe lines, 
telephone, telegraph and radio messages and services, electrical 
energy, and admissions to places of amusement and recreation. 
Some of these were ad valorem and others were specific levies. 
The gross yield was not very great, although, since the cost of 


^United States v. Butler, 297 U.S 1 (1936). Also see Rickert Rice Mills, 
Inc. V. Fontenot, 297 U.S. 110 (1936). 

•Cincinnati Soap Co. v. United States, 301 U.S 308 (1937). 
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collection and administration was very low, the net return has 
been very high. 

Commodity Excises. The federal budget for 1960, pages A 
12-13, lists the general headings of excise taxes imposed by the 
federal government, with actual receipts for 1948, as follows: 


FEDERAL EXCISE TAXES FOR 1948 


7;iW7 

Actual Receipts 

Types op Excise Taxes* 

(1948) 

1. Liquor taxes 

$2,255,277,693 

2. Tobacco taxes 

1,300,278,120 

3. Stamp taxes . ... 

79,465,936 

4. Manufacturers’ excise taxes 

1,649,233,778 

5. Retailers’ excise taxes 

469,922,738 

6. Miscellaneous taxes . . 

1,657,479,197 

7. Treasury Adjustments (Less) 

—9,627,538 

Total excise tax receipts 

$7,402,029,924 

*The student should refer to these various headings in the budget for a 

complete list of the specific articles upon which the taxes were imposed. The 

Bureau of Internal Revenue of the United States Treasury Department 

issues Regulations on all these taxes which may be had on request 


Liquor Taxes. After the repeal of the Eighteenth Amendment 
in 1933, the receipts of the federal government from alcoholic 
beverage taxes began to moimt very rapidly. In fact, the federal 
taxes on alcoholic beverages were held not to conflict with the 
prohibition act and remained in effect during the period.® The 
federal income in 1948 from this source was in excess of 2.2 billions 
of dollars which was considerably larger than that from any other 
excise. The annual rates of tax now in force are as follows: 

Special License Taxes 


Brewers of 500 bbls. or more a year $100.00 

Brewers of less than 500 bbls. a year 50 00 

Manufacturers of stills 50 00 

Retail dealers in liquors 25 00 

Wholesale dealers in liquors . 100 00 


The total tax by the federal government on the manufacture of 
whiskey is a specific levy of $9.00 a proof gallon. States likewise 


‘Hyman Wainer v. United States, 299 U.S. 92 (1936). 




Ch. 27] 


Consumption Taxes 


705 


levy upon alcoholic beverages. A few states, notably New Hamp- 
shire, Vermont and Washington, have granted the exclusive right 
of purchasing, manufacturing or selling certain or all alcoholic 
beverages to liquor control boards or commissions, thus centraliz- 
ing the control and production of revenue. In all other cases, 
such excise taxes and license fees are administered by state or 
local tax officials. 

A few constitutional questions have been raised, chiefly in 
regard to tax immunity of the states. However, under the Twenty- 
First Amendment, it has been held that the states have authority 
under their police power to regulate traffic in intoxicating liquors 
without conflict with the interstate commerce clause of the Con- 
stitution, so long as the exercise is reasonable.'^ Also, since the 
business of operating retail liquor stores or liquor manufacturing 
is not an instrumentality of government, any state engaged in 
such business is not immune from federal taxes.® 

The states customarily exempt from excise taxes alcoholic 
products used for medicinal, scientific, mechanical, sacramental, 
and export purposes. The state tax rate on the manufacture 
of beer averages about $1.25 a barrel, and from 50 cents to $1.50 
a gallon on spiritous liquors. License fees on distillers and brewers 
as producers range from $500 to $2,500 a year. 

Tobacco Taxes. The internal revenue code provides that the 
excise tax applies to tobacco that is manufactured in, or imported 
to the United States, and sold or removed for consumption or 
sale. The excise tax on tobacco is one of the large producers of 
revenue to the federal government, yielding a little in excess of 
1.3 billions of dollars in 1948. Largely due to the fact that the 
manufacture of tobacco is concentrated in relatively few hands, 
not much in the way of litigation has ever arisen in regard to its 
taxation. However, the application of the federal tax on sales 
to the states has been held valid. 

The federal tax on cigars and cigarettes is both ad valorem and 
specific. The rate starts at $2.00 a thousand on cigars if manu- 
factured or imported to retail at 5 cents each and is roughly 
graduated up to $13.50 a thousand on those to retail at more than 
20 cents each. The rate ranges from $3.00 to $7.20 a thousand on 
cigarettes, depending on their weight and length. 

’State Board of Equalization of California v. Young’s Market Co., 57 
S Ct 77 (1936) 

•Ohio V. Heivering, 292 U.S. 360 (1934), and South Carolina v. United 
States, 199 U.S. 437 (1905). 



706 


Public Finance 


[Ch. 27 


The states and local units also assess heavy ad valorem and 
specific excise taxes on the sale and production of tobacco in all 
its forms, thus greatly adding to the pyramid of taxes passed on 
to the consumer. In a few states, as in Connecticut, the tax is 
imposed only on cigarettes, while in others, as in Alabama, smok- 
ing and chewing tobacco, cigars, cigarettes and snuff are covered. 
Tobacco taxes are usually based on the retail price of the com- 
modity, thereby taxing a more expensive article at a higher rate. 
In some states, as Alabama, tobacco products are not taxed at 
the same rates. The tax is usually in the form of stamps affixed 
by the vendors. 

Stamp Taxes. The term “stamp taxes” merely indicates the 
method of collecting certain taxes, and the evidence that such 
levies have been paid. Stamp taxes are used in a great variety of 
ways by all grades of governments both in this country and 
abroad. In general, stamp taxes on documents, or documentary 
stamps, should be distinguished from those affixed on commodities. 
Stamp taxes are not a very large source of revenue to the federal 
government, yielding only about 79.4 millions of dollars in 1948. 
But since the cost of the stamps is negligible and the expense of 
administration and of collecting the revenue is very low, the net 
yield of this tax is very high. Federal stamp taxes are imposed 
upon the following transactions: 

(a) Issues of capital stock 

(b) Sales and transfers of capital stock 

(c) Issues of bonds, debentures, and certificates of indebtednesses 

(d) Sale and transfers of bonds, debentures and certificates of 

indebtednesses 

(e) Conveyances of realty sold 

(f) Passage tickets 

(g) Foreign insurance pohcies 

Stamp taxes are imposed both upon the original issue and upon 
the transfers of the capital stocks of corporate entities. On the 
original issue of shares or certificates of par stocks the rate is 11 
cents on each $100 share or fraction. If the original issue is no- 
par stock, the rate is 11 cents on each $100 share or fraction of 
actual value. In the ease of transfers, the rate is variable, but in 
general it is 6 cents on each $100 share of par stock sold, and a 
similar levy on no-par stock where the selling price of each share 
is $20 or more. 
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Stamp taxes are also imposed upon the issue and transfers 
through sale of bonds, debentures and certificates of indebtedness 
of corporations. The rate on original bond issue is 11 cents on 
each bond of $100 face value or fraction, and 6 cents on each bond 
of $100 face value on transfers by sale. 

A few other items, such as conveyances of realty, passage 
tickets on railroads, air and bus lines, foreign insurance policies, 
sale of silver bullion and playing cards are also subjects of stamp 
taxes. In most cases, the purpose of the tax is to provide a source 
of revenue; in other cases, as in that of the sale of silver bullion, 
it is chiefly regulatory. 


Motor Vehicle Taxes. The appearance of the automobile 
and the rapid development of the automotive industry brought 
forth a group of taxes by the federal and state governments to 
cover new and heavy public expenditmes, chiefly for improved 
highways. This special set of taxes may be grouped and discussed 
under the general heading of motor vehicle taxes. These new 
levies were imposed chiefly on the sales of tires and inner tubes, 
automobiles and motorcycles, lubricating oils and gasoline. Of 
these taxes, the levies by federal, state and local governments 
on gasoline are the most important. 

It is a question to what extent the motorist should be taxed to 
build and maintain public highways. Until a few years ago, high- 
ways were almost entirely built and repaired by the local govern- 
ments out of the proceeds from general property taxes. Later the 
states began to make some contribution towards the expenditures. 
In a few instances, as m Indiana and Iowa, special assessments 
were imposed on the owners of adjoining property to meet these 
outlays. It is contended that interstate buses and motor trucks 
are not competing fairly with the railroads because the federal 
and state governments supply the highways _ without special 
charge whereas the railroads must maintain their own road beds 
out of their earnings. This contention led a few states to impose 
special “expense fees” on the users of their roads, which in most 
instances have been sustained by the courts.® 

Oregon, on February 25, 1919, first levied a tax on the sale of 
gasoline. Colorado, North Dakota and New Mexico promptly 


9See Aero Mayflower Transit Co v of Road Com’rs ® 

(1947); Ingels v. Morf et al , 67 S Ct 439 (1937) ; Morf v. B^gaman, 56 S. 
Ct. 756 (1936); Clyde Mallory Lines v Alabama, 66 S. Ct. 194 (193b). 
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followed. Today the states, local units and the federal govern- 
ment derive considerable revenue from this source. 

The earliest use of the gasoline tax was to provide for the 
construction and maintenance of highways. But the great possi- 
bilities of income from this tax, together with the expanding need 
for revenue, led to a diversion of large portions of this yield for 
general use by various grades of government. The statistics show 
that the gasoline tax is making very large contributions to the 
support of about every governmental function. It remains to 
be tested by experiment to determine at what point diminishing 
returns will begin to operate for this tax — m other words, the 
area in which the pressure of the levy, as distinguished from the 
incidence, becomes an evident factor. 

In most instances, the states began with a levy of one cent a 
gallon. The levy was gradually stepped up to higher levels; 
meanwhile, the minor divisions of the state began to tap this 
source. It became an object of federal government tax in 1932 
with a levy of one cent a gallon. In 1939 a six-cent tax on each 
gallon was not uncommon, and, in a few cases, additions by local 
divisions brought the total to as much as ten cents or more. 
Increased consumption has continued to mount in spite of these 
rates. Although there is growing resistance to further increases 
in the tax rate, there is every indication that the present level at 
least will be maintained. 

From government point of view, there are reasons why these 
high tax rates will not be relaxed. For one thing, fuel oil taxes 
are a very large producer of revenue. The tax is easy to collect, 
and, as far as government is concerned, the cost of administration 
is relatively low, averaging scarcely above 2 per cent of the gross 
3 deld. 

No doubt the states delude themselves when they assume that 
the tax is a means of making traffic through their borders pay 
something toward the maintenance of their highways. To gain 
this advantage, if such it is, they must tax their own citizens. 
Moreover, it is possible to take the point of view that expenditures 
of these tax incomes confer a social benefit far in excess of the 
burden which they impose. And it might be urged that this is 
true notwithstanding the fact that large portions of the gasoline 
tax income are diverted to other than highway purposes. How- 
ever, this line of argument seems to be based on the benefit theory 
of taxation which has been largely discarded. 
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There are points on the other side of the argument that should 
not be overlooked. For commercial users, the tax, in most in- 
stances, is regarded as a cost of production, and is consequently 
passed on to the consumer in higher prices. But for private owners 
of motor vehicles the tax is direct j that is, it rests upon the payer. 
It makes a considerable draft upon persons of small incomes. 
This is particularly the case when it is added to the cost of license, 
property, and other taxes, which fall upon the owner of a car. 
It has sometimes been said that automobile taxes are “a levy on 
a poor man’s luxury.” However this may be, it is not levied in 
proportion to ability to pay. In fact, it is regressive in that it 
bears much more heavily on a man with small means than on one 
who is in the middle or upper classes. 

Sales Taxes. Only taxes on the value of property, principally 
realty, are older than levies on the sale or transfer of lands, com- 
modities, and services. Records are extant of sales taxes imposed 
by the countries east of the Mediterranean in pre-Biblical times, 
and by early Egypt and Greece. Emperor Augustus imposed a 
tax of one per cent ad valorem on lands, movable goods, and 
fixtures, and 2 per cent on slaves sold in the market or at auction. 
Countries of mediaeval Europe employed the sales tax extensively; 
for example, the Spanish alcavala in 1342-1345 of 10 to 15 per 
cent on salt. France in 1871, after the Franco-German War, and 
Germany, after World War I, adopted a system of sales taxes as 
emergency measures, but they have been continued to the present. 
Other countries, like England and Russia, have relied heavily on 
income from taxes on sales of goods and services, and still do. 
The United States Government has imposed taxes or excises on 
selected commodities and services almost from its beginning. 
During emergencies, such as the Civil War, World Wars I and II, 
the bases have been greatly broadened, but never to the extent 
of a general sales tax. West Virginia in 1921 was the first state 
to introduce a sales tax. Today more than thirty states impose 
excises of one kind or another on the transfer of goods and services. 
During normal times, the sales tax yields are considerable. Some 
European countries obtain a large proportion of their total tax 
income from this source. For example, in Germany in 1923-24 
it was 37.4 per cent; in Belgium in 1928 it was 23.9 per cent; and 
in France in 1926 it amounted to 21.2 per cent. Except for the 
tax on gasoline, no tax has spread as rapidly as the levy on sales. 
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A sales tax is an excise imposed on domestic transactions, but 
it may also have some of the aspects of custom duties as it is 
made to fall on imports and exports. The sales tax is an excise 
imposed on the transfer of goods and services from seller to buyer. 
It is, therefore, indirect and need only be uniform when used by 
the federal government. About the only restriction to the states 
on the use of sales taxes is that they cannot levy on interstate 
commerce. 

The depression years supplied another occasion for the use of 
sales taxes. The inability to balance budgets, the increasing need 
of relief, the unwillingness of state legislators to place a heavier 
load on the owners of general property, the obvious impossibility 
of obtaining larger revenue from income taxes whem many cor- 
porations were operating at a loss, and when personal incomes 
were on the decline, were the chief reasons for adopting a system 
of taxes on sales. 

In a great many instances such taxes were regarded as emer- 
gency or “last resort” measures, to be abandoned when the 
pressure of necessity had been removed. Many states placed 
expiration dates on such laws, most of which have been extended. 
At any rate, there is a strong likelihood that these measures have 
come to stay, at least for a considerable time. 

Sales taxes are set up in different ways. In some forms, items 
are included which are not properly described by this title. The 
so-called gross receipts tax, as usually conceived, makes the charge 
rest on personal or other services. They may be placed on the 
manufacturer, wholesaler, or retailer, or on all of them at the 
same time. 

Sales taxes, in whatever form, generally give the impression 
of an attempt on the part of legislatures to gather income, how- 
ever small the contribution of individual items, from many 
sources. Possibly this was in the mind of a speaker before the 
Senate Finance Committee in 1921 when he said that the general 
sales or turnover tax “constitutes the last resort of those countries 
which find themselves in such difficulties that they must subor- 
dinate all other principles of taxation to the one principle of 
adequacy.” This overstates the case, because some countries 
have made this levy an integral part of their tax system, some- 
times as a substitute for other forms of taxes, and usually with 
an attempt to justify the levy on the basis of some tax principle. 
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Levies which are labeled sales taxes take many and various 
forms. The retail sales tax is imposed at the point where the 
goods pass into the hands of the final consumer. The manufac- 
turers' sales tax, as the name implies, is laid on the producers 
of finished goods, and is passed thence to retailer and consumer. 

The retail sales tax is the most common of the levies that come 
within this general classification; however, not only the applica- 
tion, but the method of administration, varies from state to state; 
in addition, exemptions of varying descriptions reduce somewhat 
the scope of the laws. Further, in some states, the tax is graded 
in a progressive scale up to a certain maximum, beyond which a 
flat rate applies. In some cases, the purpose of the legislators 
seems to have been to make the law bear lightly, or not at all, on 
certain economic groups. The exemption of agriculture, of wages, 
of rentals seems to be in this class. 

As sales tax laws are commonly administered, manufacturers 
or dealers, depending on the kind of tax, are the collection agencies. 
A check of their records is necessary. This at one time was regarded 
as an intrusion of government into matters that were considered 
private affairs. To permit the dealer merely to state what he 
owed without a check of his statement would open the door wide 
to escape. 

But as to the adequacy ot the information: for cash payments 
the collection of the tax is made at the time of purchase. Under 
some tax arrangements certain articles are exempt. Some states 
exempt food. Somes tates also do not tax sales to religious and 
charitable institutions. This complicates the calculation and 
administration. An added difficulty is found in some states 
where, by the terms of the law, an attempt is made to grade the 
tax up to a certain amount, with a flat rate beyond that sum. 
What ought to be collected under these arrangements is largely 
a matter of estimate. The matter is not so difficult with charge 
accounts. Here the amount of the bill is multiplied hj the rate; 
if there are exemptions, they are deducted before the tax is figured. 
Even so, a large amount of careful checking is necessary to arrive 
at the correct figure. The matter is rather simple in the case of 
dealers in only a few commodities or services. With large retail 
establishments, however, the law must operate within a rather 
wide limit of tolerance. 

To these difficulties should be added one more, namely the 
hairsplitting distinctions as to what is and what is not interstate 



712 


Public Finance 


[Ch. 27 


commerce. Notably in densely populated sections of the country 
the division between the part of a city in one state and the part 
in another is merely a jurisdictional line. The settlement is one 
continuous stretch of stores and dwellings. A citizen of a given 
state makes his purchases across the border. Where does the 
jurisdiction of the state over the purchases of its citizens end? 
The settlement of these matters is often a question of fine distinc- 
tions approved, or disapproved, finally by an equally fine distinc- 
tion of a court. 

The substance of all this is that the further a tax system departs 
from simplicity of administration, the more the avenues for 
escape, and the greater the likelihood of injustice to those citizens 
who do not have the same advantage of escape. 

Cost of Collection. The cost is commonly defined, as the ratio 
of governmental expense to the amount collected, which varies in 
the case of the sales tax from 1.61 to 4.3 per cent of the gross 
yield. This definition, however, overlooks the cost to the manu- 
facturer or merchant. Tax laws which make a business concern 
the collection agency impose additional expense on such enter- 
prises. It becomes necessary to keep accounts with specific 
reference to the tax; in the case of large business, a rather com- 
plicated system of reports is required, which in turn makes 
necessary additional clerical help, with the mechanical equipment 
that they need to keep the records; and, in many instances, legal 
assistance must be obtained to keep the company within the 
confines of the law. All these are just as much items of cost as 
those incurred by government in performing its functions. 

Incidence. It is of no particular significance that the present 
rate of sales taxes is low — on the average not far from 2 per cent. 
A source that offers a promise of large returns is one that will be 
loaded with heavy, and still heavier, taxes. The gasoline tax is 
an illustration. Starting in its earliest history with a levy of one 
cent a gallon the tax has been stepped up until in some states it 
is now six or seven cents, and, with the addition of municipal or 
county taxes, the amount in some cases reaches ten or more cents. 

It is implied by the term “taxes on consumption” that the 
levy comes to rest finally on the consumer. It is implied, also, 
that it was the intention of the legislature that the tax should 
work in this manner. If the tax is on the final consumer, it is a 
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deduction from his income. At least for persons of moderate 
means, this suggests a curtailment of purchasing power with its 
varying effects on local and sometimes distant markets. This 
raises the interesting question of the pressure of sales taxes, which 
will he discussed presently. 

It is by no means certain, however, that the incidence is on the 
consumer in all cases. The manner in which the tax is levied has 
much to do with its final resting place. When the tax is imposed 
at the point where goods or services pass to the final consumer, 
in most cases the consumer pays the whole or the largest percentage 
of the levy. 

When the system imposes the tax on producers, the incidence 
may follow devious routes; in some instances with the whole 
burden reaching final consumers, in others with the tax diffused 
among the various layers of producers and distributors, the 
consumer receiving only part of the burden. Producers are con- 
cerned with profits. When confronted with a tax situation, it is 
to their interest to adjust their affairs so as to prevent an impair- 
ment of their net income. 

There is no method, of universal applicability, for avoiding 
the impact of a tax. Industries are operated under different 
conditions, both internal, mainly the effect of changing costs, and 
external, including chiefly market factors. No doubt, the first 
impulse of manufacturers is to shunt the whole tax onto the 
selling price. Whether they succeed or not depends upon the 
effect of this shifting on the volume of sales. If the latter are not 
adversely affected, the tax will be moved to the next layer of 
producers or dealers where the experiment will be tried again. 
In other words, if the volume of sales does not decline, the tax 
will pass to the consumer, possibly with the addition of the^ mmk 
up” on the sales as they move from one stratum of distribution 
to the next. 

No one knows in advance what will be the effect on the con- 
sumer or the price when augmented by the tax. At the end of 
the hne are the buyers of goods who exist in various stages of 
willingness and ability to make purchases As a group, their 
reactions to a tax are largely unpredictable. Hence, attempts 
to shift the tax are largely matters of experiment until equilibria 
have been established under the new arrangement. 

It can be said with greater certainty that if consumers are 
unwilling or unable to take the tax when shifted to them, an 
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enterprise must find some other solution to its problem. If an 
industry operates under conditions of decreasing unit cost, a 
decline in sales due to the tax decreases the volume of output, 
and, consequently, causes an increase in unit cost. In such a 
situation, a producer would be willing to absorb some of the tax. 
He must make price adjustments offset the increase in cost due 
to the tax, and the increasing expense due to a rise in unit cost. 
All the while, there is the possibility, over the course of time, for 
producers to use technical improvements which will recover the 
profit lost by the effects of the tax. Facilities for making such 
changes vary from enterprise to enterprise. What managers of 
industry would prefer is a stable tax system, or, if change is 
necessary, with advances in rates slow enough to give them time 
to make adjustments. 

Other Features of Sales Taxes. In general, the funds derived 
through sales taxes are placed in the Treasury for general use; 
however, they may be earmarked for special purposes. Missouri, 
Arkansas, and New Mexico use the funds largely for schools. 
During the depression following 1933, Indiana all but financed 
the local schools by a general sales tax levy by the state. 

The administration of the sales tax is not without its problems, 
as for instance: 

(1) What is a sale? A sale is a transfer of property (title) 
for a consideration, usually money. But what of conditional 
sales, leases, trusts, and chattel mortgages? Suppose the goods 
and services are sold on credit. When is the tax to be paid? 

(2) What of integrated industries? Shall the sales tax apply 
to all transfers between the parent company and its subsidia- 
ries, and among all the subsidiaries themselves? 

(3) Suppose a citizen of one state goes over the line into 
another state and makes purchases for his use at home. Can 
either state levy a sales tax against the purchase? 

The consumers’ disposition toward a shifted tax is also the 
deciding element in the case of industries under conditions of 
monopoly or of constant or decreasing unit cost. Since the great 
bulk of commodities and services which are presented for con- 
sumption fall within the category of decreasing unit cost, this is 
the case that will largely decide how much of a tax is shifted. 

The Use Tax. In general, a state cannot impose any burden 
upon the movements of goods between or among states or with 
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foreign countries without violating the commerce clause of the 
federal Constitution. This applies to the taxation by the states 
of sales in interstate commerce. However, the power of the state 
to impose a tax on sales in interstate commerce has been broadened 
where the seller maintains a place of business in the taxing state.^® 
Another instance where the power of the state to impose a 
tax on interstate commerce has been extended is where goods 
have been bought outside the state but brought within its borders 
either for use or for storage. Such levy is known under the general 
term of use tax, which has been imposed by some twenty-one 
states since about 1985. The use tax is therefore largely supple- 
mentary to the state sales tax. It was first levied on gasoline 
although it has been extended generally to other commodities. 
In such cases the sales tax rates of the taxing state would have to 
apply because of the rule of uniformity, subject to exemption for 
any sales tax paid in the state where the goods were purchased. 
It was expected that the use tax would be rejected at once by the 
United States Supreme Court, but it was sustained in a recent 
case on the ground of equality rather than of discrimination." 
The Supreme Court held that: 

1. The tax is not upon the operation of interstate com- 
merce, but upon the privilege of use after commerce is at an 
end 

2. The tax upon the use after the property is at rest is not 
so measured or conditioned as to hamper the transactions of 
interstate commerce or discriminate against them. 


The Pressure of Consumption Taxes. The substance of the 
concept of pressure is that when the shifting has come to an end, 
when the tax has finally come to rest on some person who cannot 
move it to others, it has set to work other forces which may have 
decided effects not only on the person upon whom the incidence 
rests, but generally upon the economic organization. 

The incidence of consumption taxes is largely on the consumer, 
although there are cases in which producers feel the effect, directly 
and indirectly. Even if the total amount were paid by consumers, 
industries would be more or less affected. What an individual 
must budget for taxes cannot be used for other types of expendi- 

logee” Nelson v Sears, Roebuck & Co , 61 S Ct 586 (1941) , Nelson v 
Mo.t« wJdS Co 61 S. Ct f f (1941), MoGoItodt v. B.rwi.d- 

White Coal Minning Co., 60 S. Ct. Vn a m qq 7 \ Ptpo'o* Co 

uHenneford v. Silas Mason Co., 57 S. Ct. 524 (1937) Gregg Dyeing Oo. 

V. Query, 52 S. Ct 631 (1932) 
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ture or saving. Thus the pressure may come back on industry, 
as well as on society in general, in the form of poorer qualities of 
goods and few luxury items purchased, or less money saved, or 
homes allowed to depreciate, or curtailed education for children, 
or in greater insecurity because of these things. The end result 
may be lower standards of life, with all this implies. 

Unfortunately, the forces that produce these results are incom- 
mensurate. In most instances, they operate slowly, and they are 
usually misinterpreted; that is to say, the causes are assigned to 
other than the real operating factors. 

Customs Duties. Until shortly after 1900, customs duties 
were relatively very important sources of income for the federal 
government. As late as 1909, nearly 50 per cent of its total 
ordinary receipts was supplied by customs. World War I was 
mainly responsible lor the great development of other sources, 
with the chief burden for government income falling on individual 
and corporate income taxes and certain levies on excess profits. 
To these, in war times, were added a miscellaneous assortment of 
excises, many of which were repealed when the war emergency 
had passed, only to be restored during and following the great 
depression of 1929-1939. 

Import duties have been imposed sometimes chiefly for 
revenue, sometimes for protection, and at other periods a mixed 
purpose was involved. In some instances, these levies fall on raw 
materials and partly manufactured goods, but the main burden 
is on manufactured goods. Notwithstanding the statement that 
the United States is a high protective country, a surprisingly 
large amount of goods is admitted without duty. Since 1900 — 
an era of high protective tariffs — the amount admitted free has 
never been less than 43 per cent; the annual average for the five 
years ending 1920 was 67.3 per cent, and for the five years ending 
1935, it was 62.4 per cent. This suggests that the consumer’s 
burden, so far as it is directly due to the duty, is relatively light. 

Borden of Customs Duties. At one time in the history of this 
country an argument prevailed that a tariff made foreign exporters 
contribute to the support of the United States Government; in 
short, it was claimed that the foreigner absorbed the tax in 
advance. This argument assumed that the exporter was faced 
with the condition that the American consumer, instead of buying 
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th.6 foroign article at the advanced price caused by the tariff, 
either stopped his purchases of foreign articles, or took American 
goods instead; hence, the exporter was forced either to assume 
the burden or lose the trade. That, of course, depends on many 
conditions. With quality commodities, for example, the duty 
may be entirely shifted to American consumers; but for those 
of more or less general consumption, the duty may be only partly 
shifted, if at all, depending on its effect on the price to the con- 
sumer and the availability of substitute American articles. In 
the case of a necessity like sugar, of which the domestic supply 
falls far below the domestic demand, the burden largely passes 
to the consumer. In 1912, for example, it was estimated by the 
United States Tariff Commission that the American people paid 
into the American Sugar Refining Combination over $112,000,000 
because of the tariff. In the case of industrial raw material, such 
as steel, or steel alloyed with such materials as tungsten, nickel, 
molybdenum, the shift, if it takes place at all, is by slow and 
roundabout methods. 

The main burden of the tariff lies in other directions. For one 
thing, it denies American consumers the opportunity of buying 
in the cheapest world markets. In this respect, the price of 
protected goods is higher than under free trade because such arti- 
cles must be supplied in whole or in part from domestic sources, 
whether from forests, fields, and mines, or from manufactming 
plants. In such cases, domestic cost is higher than that abroad, 
otherwise there would be no need of protection. This statement 
suggests all the arguments connected with the law of comparative 
cost. 

In this connection it has been argued that a tariff is a costly 
way, for the consuming public, of raising revenue because it makes 
the consumer pay, in the form of an advanced price, much larger 
sums than the government receives as revenue. It has been 
claimed that customs income is derived only from the imported 
supply, but the tariff causes a rise of price not only of imported 
but of domestic goods of similar kinds. 

Tariff administration involves many details which are more 
or less bothersome to the commercial importer. Consider only 
one instance: the rules for valuation change from time to time. 
The following is a sample from the Tariff Act of 1922: “For the 
purpose of this act the value of imported merchandise shall be: 

(1) The foreign value or the export value, whichever is higher; 
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(2) If neither the foreign value nor the export value can be 
ascertained to the satisfaction of the appraising officers, then the 
United States value; 

(3) If neither the foreign value, the export value, nor the 
United States value can be ascertained to the satisfaction of the 
appraising officers, then the cost of production; 

(4) If there is any similar competitive article manufactured or 
produced in the United States of a class or kind upon which the 
President has made public a finding . . . then the American selling 
price of such article,” and so on. 

The “foreign value” of the imported article was defined as 
“the value or the price, at the time of exportation of such mer- 
chandise to the United States, at which such or similar merchan- 
dise IS freely offered for sale to all purchasers in the principal 
markets of the country from which exported, in the usual whole- 
sale quantities and in the ordinary course of trade.” 

In addition to regulations with respect to valuation, the 
tariff laws contain administrative features covering forms of 
documents, delivery and transport in bond, drawbacks, cost of 
containers, appraisals, re-appraisals and appeal, and conversion 
of foreign currencies 

Concerning the “flexible tariff provision” of the Tariff Act of 
1922, the court held that Congress had described its plan “to 
secure by law the imposition of customs duties on articles of 
imported merchandise which should equal the difference between 
the cost of producing m a foreign country the articles in question 
and laying them down for sale in the United States and the cost 
of producing and selling like or similar articles in the United 
States.”^® 


Tariff as a Revenue Producer. The purpose of the tariff may 
be to produce revenue or to provide a means of protection. There 
is an inevitable conflict between these two purposes. To the 
extent that it is truly protective, it cannot be a large revenue 
producer. Protection tends to restrict imports, and hence to dry 
up the sources from which income flows. Thus, it happens that 
if the purpose is protection, the selected list will contain those 

“Act of September 21, 1922, c. 356, title 3, par 316, 42 Stat 858, 941 
(19 IT S.C.A par. 154 et seq.) 

i^Hampton, Jr. and Company v United States, 276 U.S 394; 48 S Ct. 
348 (1928). 
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articles which need defense against foreign competition. On the 
other hand, if revenue is the goal, the taxed items will be those 
which promise the largest net income — usually articles of general 
consumption or luxury articles, the consumption of which is not 
seriously affected by an advance of price caused by the impost. 
It has been stated by the Treasury of Great Britain that if a 
tariff were levied to secure the maximum net revenue not more 
than a dozen items would be selected. 

The following table gives the customs receipts and the per- 
centages to the total income of the federal government for various 
years since 1791:'^ 


CUSTOM RECEIPTS FOR VARIOUS YEARS, 1791 TO 1948 



Total 

Customs 

Percentage 


Receipts in 

Receipts in 

OP Ordinary 

Year 

Millions 

Millions 

Revenue 

1791 

$ 4 418 

$ 4 399 

91 0 

1802 

14 995 

12 438 

83 0 

1817 

33 099 

26 283 

80 0 

1839 

31 482 

23 137 

70 0 

1859 

53 486 

49 565 

92.0 

1879 

273 827 

137 250 

51 0 

1899 

515 960 

206 128 

40 0 

1919 

5,152 257 

184 457 

3.0 

1929 

4,033 250 

602.262 

14.0 

1937 

5,028 840 

486 356 

9 0 

1941 

7,607.211 
4,221 077 

391 870 

5 0 

1948 

421 723 

8 0 


The above table shows that the tariff as a revenue producer is 
extremely variable. During the last few years it shows very little 
elasticity. This low percentage of receipts during the last few 
years is not necessarily indicative of its degree of protection; 
rather it is due to the shift of the federal government to other 
sources of income. In some years, as in 1919, the tariff produced 
only about 3 per cent of the total federal receipts; in 1941, 5 per 
cent, and in 1948, 8 per cent, or $421,723,028. 


Summary. A tax on the value of property in possession and a 
tax on its sale or transfer of title by contract must be distinguished. 

i^ort of Secretary of The Treasury ’federal 

1941 page 412. The data for 1948 were obtained from the 1950 federal 
budget, page A-13. The percentages were calculated. 
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The former is a property tax; the latter is an excise and is con- 
sidered in this chapter. Both forms of levies have been used for 
a long time by all grades of government. At first, the tax on sale, 
or transfer of title, was merely supplementary to that on value, 
during an emergency. But like many other sources of income, 
sales taxes have now become integrated in the tax system as a 
permanent part of government revenue. The base has gradually 
been broadened until it includes, directly or indirectly, all goods 
and services. The tax, when placed upon the manufacturer, 
wholesaler, or retailer, is regarded as a cost and in so far as possible, 
is passed on to the purchaser, ultimately remaining with the con- 
sumer. The extent of shifting depends upon the unit costs and 
other conditions of production. 

The sales tax is usually a flat rate, but it may be made pro- 
gressive and bracketed. When it is a flat rate it is regressive in 
that it bears heaviest on the small income group. It does not 
accord with abihty to pay because the rich and poor are taxed 
on their purchases at the same rate. But the tax has many merits 
It is very elastic. It may be made to yield great amounts of revenue 
during depressions Durmg periods of prosperity, its burden is 
light to negligible. It is for these reasons that the sales taxes are 
likely to remain a permanent part of the fiscal system. 

Customs duties and excises are closely related; one is on goods 
as they cross a boundry, the other on their production within the 
country. As a general rule, each is shifted through higher price 
on to the consumer. Each is defined as an indirect tax, being a 
tax upon transfer or use, and therefore need only be uniform 
throughout the United States when levied by the federal govern- 
ment. 

The tariff history of the United States is long and involved, 
sometimes dominated by the principles of free trade, sometimes 
by protection, but always with its political aspects. The more a 
duty on imports becomes protective, the less productive of revenue 
it is. 

With one exception, the federal government alone can levy 
import duties. At first, in 1789, the federal government levied 
import duties for revenue only. But as the idea of protection to 
the infant industries, wage system, and standard of living in this 
country became important, the tariff rates were increased to the 
point of exclusion in some cases. The tariff duty is almost entirely 
shifted onto the consumer in higher prices. 



Ch. 27] 


Consumption Taxes 


721 


^ , . text questions 

1. Explain the difference between sumptuary and other consumption 

2. Compare direct and indirect taxes. 

3. List the various taxes on liquor. Why are states too permitted 
to tax liquor? 

4. What severance taxes are or have been imposed by the federal 
government? 

5. How do tobacco taxes compare with other taxes? What forms 
of this product come under the tax regulations? 

6. On what transactions are federal stamp taxes imposed? How 
do costs of administering these taxes compare with the net 
returns and why? 

7. How does the present status of the motor vehicle tax compare 
with the early program? 

8. What are the various taxes that come under this category? 

9. Name the special characteristics of a sales t^x. 

10. Explain how it is administered. 

11. Under what conditions is a producer likely to assume a con- 
siderable proportion of a tax? 

12. What are some of the problems of a sales tax? 

13. Does a use tax violate the federal law on taxation? Why? 

14. How does the pressure of consumption taxes affect the economic 
life of a community? 

15. Compare the present place of customs duties in the tax structure 
with its position in the 19th century. 

16. Where does the main burden of the tariff fall? 

17. Why is the tariff such a controversial question in a country’s 
financial or political picture? 

18. Summarize the difference between property tax and excise tax. 

19. When is a state permitted to impose a tariff? 

APPLICATION PROBLEMS 

1. Would you advise the use of consumption taxes, such as sales 
and excises, as part of the compensatory tax policy to control or 
minimize the cyclical fluctuations? Among other things, you 
will probably want to determine the degree of correlation between 
yield and the cyclical changes of the business cycle. 

2. The American Municipal Association makes the following state- 
ment in regard to Motors User Revenue; “Revenues from motor 
vehicle users should be applied to construction and maintenance 
of a safe, integrated and adequate street and highway system 
whether the money be spent directly by the states, the munici- 
palities, or other units of governments. The motor user revenues, 
gasoline tax and license fees, should be more nearly applied on 
the basis of highway use. The fiscal problems of the cities will 
be acute as long as heavy local property taxes are required for 
street and highway construction and maintenance and more 
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particularly for arterial highways.’’ Comment on this statement 
as a sound fiscal policy. 

3. Make practical application of the principles announced in the 
following court decisions* 

a. Vaughan v. State, 272 N. Y. 102 (1936) 

b. Stewart Dry Good Co. v. Lewis, 294 U. S. 550 (1935). 

RESEARCH TOPICS 

1. In order to avoid a deficit, and hence borrowing, your city council- 
men propose to impose a tax on personal and corporate incomes, 
or a three per cent tax on retail sales. As a tax expert, you are 
asked to give this body a written opinion and report in regard 
to the fiscal soundness of these two proposals. You are also 
asked to make other suggestions as to methods of increasing the 
revenue of your city. Taking all the facts into consideration, 
prepare such report. 

2. Make a careful study of the sales tax as it applies to your state. 
If your state does not collect such tax, then study the tax as it 
is used m another state. Is it a general sales tax, or does it apply 
only to certain transactions? What are the exemptions, if any? 
Consider such other characteristics as elasticity, annual yield, 
costs of collection and equity. 

3. What excise taxes do your state and local units collect? Why do 
you label them excise taxes and not property taxes? Constitu- 
tionally, what IS the difference between federal excises and state 
excises*^ 
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